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vSummary
This Practice Aid provides best practices for the valuation of and disclosures related to the issuance of
privately-held-company equity securities as compensation.
• Accounting Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to
Employees, and Financial Accounting Standards Board (FASB) Statement of Financial
Accounting Standards No. 123, Accounting for Stock-Based Compensation, provide the basic
principles of accounting for stock-based compensation.* FASB Statement No. 123 is based
upon a fair value method of accounting under which compensation cost is measured at the fair
value of the award on the applicable measurement date. Therefore, in matters of
compensation, a valuation of a minority common stock interest in a privately held enterprise
should be performed in accordance with the definition of fair value under generally accepted
accounting principles (GAAP). [See paragraphs 10 and 172.]
• The reliability of a valuation specialist’s fair value determination is affected by the timing of
the valuation (contemporaneous versus retrospective) and the objectivity of the valuation
specialist (unrelated versus related-party). A hierarchy of valuation alternatives is
recommended, with a contemporaneous valuation performed by an unrelated valuation
specialist ranking highest. [See Chapter 3, “Hierarchy of Valuation Alternatives.”]
• Although the objective of this Practice Aid is to provide guidance on valuation of privately
issued equity securities, many valuation methods involve first valuing the enterprise itself and
then using that enterprise valuation as a basis for valuing the enterprise’s securities. [See
paragraph 5 and Chapter 10, “Valuation of Preferred Versus Common Stock.”]
• The stage of development of an enterprise is an important determinant of the value of the
enterprise and an indicator as to which approach or approaches for valuing the enterprise are
generally more appropriate. [See Chapter 4, “Stages of Enterprise Development.”]
• A valuation specialist typically considers the following factors in performing a valuation:
— Milestones achieved by the enterprise
— State of the industry and the economy
— Experience and competence of management team and board of directors
— Marketplace and major competitors
— Barriers to entry
                                                
* In March 2003, the Financial Accounting Standards Board (FASB) added a project to its agenda to address issues
related to equity-based compensation. The objective of this project is to cooperate with the International Accounting
Standards Board to achieve convergence to one single, high-quality global accounting standard on equity-based
compensation. Readers should be alert to any final pronouncement.
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— Competitive forces
— Existence of proprietary technology, product, or service
— Work force and work force skills
— Customer and vendor characteristics
— Strategic relationships with major suppliers or customers
— Major investors in the enterprise
— Enterprise cost structure and financial condition
— Attractiveness of industry segment
— Risk factors faced by the enterprise
— Other qualitative and quantitative factors
[See Chapter 5, “Factors to Be Considered in Performing a Valuation.”]
• Many methods are used in practice to determine fair value, but all may be classified as
variations of one of three approaches—market, income, and asset-based approaches.
Valuation specialists generally consider more than one method in determining fair value and
select the most appropriate method(s) for the circumstances. It is common for the results of
one method to be used to corroborate or otherwise be used in conjunction with one or more
other methods.
— The market approach bases a fair value measurement on what other similar enterprises or
comparable transactions indicate the value to be.
— The income approach seeks to convert future economic benefits into a present value.
— The general principle behind the asset-based approach is that the value of an enterprise is
equivalent to the values of its individual assets net of its liabilities.
[See Chapter 6, “Approaches to Determining Enterprise Fair Value.”]
• There are a number of factors that may contribute to a difference between the value of an
enterprise’s privately issued equity securities prior to an initial public offering (IPO) and the
ultimate IPO price. Among those factors are (1) whether or not the enterprise achieved
business milestones during the periods preceding the IPO (which may change the amount,
relative timing, and likelihood of expected future net cash flows), and (2) broader
macroeconomic factors. In addition, the IPO generally reduces the newly public enterprise’s
cost of capital by providing it access to more liquid and efficient capital markets. Such factors
should be considered, in the context of the facts and circumstances of the enterprise, in
valuing privately issued securities in the periods preceding an IPO. [See Chapter 9, “Effect of
the IPO Process on Valuation.”]
• If a valuation specialist determines the fair value of a minority interest in an enterprise’s
privately issued securities by first determining the fair value of the enterprise, the specialist
should then allocate that fair value among the various equity classes of the enterprise. The
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allocation requires an understanding of preferred stock rights, which comprise both economic
and control rights. [See Chapter 10, “Valuation of Preferred Versus Common Stock.”]
• A valuation report should be written to enhance management’s ability to:
— Evaluate the valuation specialist’s knowledge of the enterprise and the industry.
— Determine whether the valuation specialist considered all factors relevant to the valuation.
— Understand the assumptions, models, and data the valuation specialist used in determining
fair value; evaluate for reasonableness those assumptions and data; and evaluate for
appropriateness those models.
[See Chapter 11, “Elements and Attributes of a Valuation Report.”]
• It is recommended that financial statements included in a registration statement for an IPO
disclose, in addition to other required disclosures, the following information for equity
instruments granted during the 12 months prior to the date of the most recent balance sheet
included in the registration statement:
— For each grant date, the number of options or shares granted, the exercise price, the fair
value of the common stock, and the intrinsic value, if any, per option (the number of
options may be aggregated by month or quarter and the information presented as weighted
average per-share amounts)
— Whether the valuation used to determine the fair value of the equity instruments was
contemporaneous or retrospective
— If the valuation specialist was a related party, a statement indicating that fact
[See paragraph 179.]
• If the fair value of an equity instrument granted during the 12 months prior to the date of the
most recent balance sheet included in a registration statement for an IPO is based on a
retrospective valuation or a valuation performed by a related-party valuation specialist, it is
recommended that the Management’s Discussion and Analysis (MD&A) in the registration
statement include the following information related to issuances of equity instruments:
— A discussion of the significant factors, assumptions, and methodologies used in
determining fair value
— A discussion of each significant factor contributing to the difference between the fair value
as of the date of each grant and (1) the estimated IPO price, or (2) if a contemporaneous
valuation by an unrelated valuation specialist was obtained subsequent to the grants but
prior to the IPO, the fair value as determined by that valuation
— The valuation alternative selected and the reason management chose not to obtain a
contemporaneous valuation by an unrelated valuation specialist
[See paragraph 182.]
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1INTRODUCTION AND BACKGROUND
1. The purpose of this Practice Aid is to provide guidance to privately held enterprises regarding the
valuation of and disclosures related to their issuances of equity securities as compensation.1 This
Practice Aid is not intended to focus on determining the value of an enterprise as a whole but
rather the value of individual common shares2 that constitute a minority of the outstanding
securities. Such shares are collectively referred to hereinafter as “privately issued securities.” The
guidance is intended to provide assistance to management and boards of directors of enterprises
that issue such securities, valuation specialists,3 auditors, and other interested parties such as
creditors. This Practice Aid is not intended to serve as a detailed “how to” guide, but rather to
provide (a) an overview and understanding of the valuation process and the roles and
responsibilities of the parties to the process, and (b) best practices recommendations.
2. For a number of reasons, a privately held enterprise may grant stock, options, warrants, or other
potentially dilutive securities to employees and others in exchange for goods or services. Given
the absence of an active market, management of the enterprise should determine the fair value of
the privately issued securities based on a variety of enterprise- and industry-specific factors for
the purpose of measuring the cost of the transaction and properly reflecting it in the enterprise’s
financial statements.
3. In practice, many enterprises with privately issued securities determine the fair value of their
common stock in one of three ways—use of general “rule of thumb” discounts from prices of
other securities, internal valuation based on management’s (or the board of directors’) best
estimate, or valuation by an unrelated valuation specialist. In determining the fair value of
common stock under the “best estimate” method, fair value is typically determined by assessing
relevant factors at each security issuance date. Factors considered include recent issuances of
preferred stock and the associated economic and control rights relative to the rights associated
with common stock; the enterprise’s financial condition and operating results; the enterprise’s
stage of operational development and progress in executing its business plan; significant product
or service development milestones and the introduction of new product offerings; the composition
of and anticipated changes in the management team; the lack of a public market for the common
stock; and the prospects and anticipated timing of any potential future public offering of common
stock.
                                                       
1 In March 2003, the Financial Accounting Standards Board (FASB) added a project to its agenda to address issues
related to equity-based compensation. The objective of this project is to cooperate with the International Accounting
Standards Board to achieve convergence to one single, high-quality global accounting standard on equity-based
compensation. Readers should be alert to any final pronouncement.
2 The value of common shares so determined constitutes one of the inputs to option pricing models when options, rather
than shares, are the equity securities issued.
3 Words or terms defined in the glossary are set in boldface type the first time they appear in this Practice Aid.
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4. Historically, many privately held enterprises, especially early-stage enterprises, have used general
rule-of-thumb discounts in determining the fair value of common stock, such as determining the
value as a specified percentage of the price of the most recent round of preferred stock or at a
discount to the anticipated initial public offering (IPO) price for an enterprise actively
considering an IPO. Although the fair value of privately issued securities of an enterprise
considering an IPO may be less than the ultimate offering price, such rule-of-thumb discounts are
inappropriate because they are difficult to substantiate objectively and do not result in a high
quality determination of fair value.4
5. Throughout this Practice Aid, determination of fair value is discussed in two different contexts—
valuation of privately issued securities and valuation of an enterprise. The ultimate objective of
this Practice Aid is to provide guidance on valuation of privately issued securities. However,
many valuation methods (often referred to as top-down methods) involve first valuing the
enterprise and then using that enterprise valuation as a basis for valuing the enterprise’s privately
issued securities. Wherever methods for enterprise valuation are discussed in this Practice Aid,
the reader should understand that those methods are presented solely for the ultimate purpose of
valuing the enterprise’s privately issued securities.
6. This Practice Aid does not include auditing guidance; however, auditors may use it to obtain an
understanding of the valuation process applicable to privately issued securities.5
7. The AICPA decided to address the issues identified in paragraphs 1 through 4 by forming a task
force comprising representatives from various constituencies to study those issues and to prepare
a best practices publication in the form of an AICPA Practice Aid that would benefit all parties
interested in the valuation of privately issued securities. The task force met with the AICPA’s
Accounting Standards Executive Committee (AcSEC) a number of times to obtain views of
AcSEC members on issues related to the project. Although not voted on or approved by AcSEC,
and thereby not authoritative, that is, not included in categories (a) through (d) of the hierarchy of
sources of generally accepted accounting principles (GAAP) of Statement on Auditing Standards
                                                       
4 At the September 20, 2001, Emerging Issues Task Force (EITF) meeting, during the discussion of matters from the
EITF Agenda Committee Meeting, the Task Force observed that the use of a “rule of thumb” is not (and never has been)
an appropriate method for estimating the fair value of a company’s common stock. The Securities and Exchange
Commission (SEC) Observer noted that guidance regarding valuation of equity instruments can be found in Section II.I.
of the Division of Corporation Finance’s Current Accounting and Disclosure Issues (August 31, 2001). In that
guidance, the SEC staff noted, among other issues, its concerns about reliance on undocumented or unsubstantiated
rules of thumb.
5 Statement on Auditing Standards (SAS) No. 101, Auditing Fair Value Measurements and Disclosures (AICPA,
Professional Standards, vol. 1, AU sec. 328), provides general guidance on auditing fair value measurements and
disclosures. Specific guidance on the application of SAS No. 101 and other SASs to audits of fair value in connection
with business combinations and tests of impairment under FASB Statements No. 142 and 144 is in a nonauthoritative
publication (toolkit) issued by the AICPA’s Audit and Attest Standards staff in December 2002. The publication,
entitled “Auditing Fair Value Measurements and Disclosures: Allocations of the Purchase Price Under FASB Statement
of Financial Accounting Standards No. 141, Business Combinations, and Tests of Impairment Under FASB Statements
No. 142, Goodwill and Other Intangible Assets, and No. 144, Accounting for the Impairment or Disposal of Long-Lived
Assets,” is available on the AICPA Web site at www.aicpa.org/members/div/auditstd/fasb123002.asp.
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(SAS) No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted
Accounting Principles (AICPA, Professional Standards, vol. 1, AU sec. 411), this Practice Aid
identifies what the task force members perceive as best practices for the valuation of and
disclosures related to the issuance of privately-held-company equity securities as compensation.
8. The word “should” is used in this Practice Aid only if a particular statement is in accordance with
GAAP, generally accepted auditing standards (GAAS), or accepted valuation standards (the
concept of accepted valuation standards is discussed in paragraphs 48 and 161 and refers to
standards in effect at the time of publication of this Practice Aid). Phrases such as “the task force
believes” or “the task force recommends” are used to indicate the task force’s opinion if a
particular statement in this Practice Aid, although not in conflict with accepted standards, relates
to an issue for which guidance is not specifically prescribed by those standards. This Practice Aid
is not intended to set valuation standards, interpret the various valuation standards that exist in
practice, or endorse any one particular set of valuation standards.

5CHAPTER 1: SCOPE
9. The scope of this Practice Aid is limited to valuations of equity securities issued by privately held
enterprises,6 including privately held enterprises that have made a filing with a regulatory agency
in preparation for the sale of any class of their securities in a public market, for use in the issuer’s
GAAP financial statements.7 The scope does not include enterprises that issue equity securities as
part of a business combination. Although this Practice Aid may contain some useful information,
such as methodologies, relevant to such valuations, the numerous and varied aspects of business
combinations were not considered or contemplated in the preparation of this Practice Aid.
Similarly, although this Practice Aid may have some use in valuations of privately issued
securities (a) by or for enterprises or individuals that hold such securities, or (b) for estate or gift
tax purposes, it is not intended to address those valuations.
                                                       
6 The scope of this Practice Aid also includes enterprises that issue public debt but whose equity securities are privately
held.
7 FASB Statement No. 123, Accounting for Stock-Based Compensation (see footnote 1 to paragraph 1 of this Practice
Aid), states in paragraph 8, “all transactions in which goods or services are the consideration received for the issuance
of equity instruments shall be accounted for based on the fair value of the consideration received or the fair value of the
equity instruments issued, whichever is more reliably measurable. The fair value of goods or services received from
suppliers other than employees frequently is reliably measurable and therefore indicates the fair value of the equity
instruments issued.” The guidance in this Practice Aid is intended to address situations other than those in which equity
instruments are issued to nonemployee suppliers and the fair value of the goods or services received is reliably
measurable.

7CHAPTER 2: CONCEPT OF FAIR VALUE
10. For purposes of valuing privately issued securities, fair value is defined as the amount at which a
minority common stock interest in a privately held enterprise could be bought or sold in a current
transaction between willing parties, that is, other than in a forced or liquidation sale.8 Control
premiums are not relevant in determining the fair value of a minority interest because of the
relatively small position held. Moreover, blockage discounts are not relevant in valuing such
small positions in privately held enterprises under current GAAP literature.9 See Appendix A,
“Concept of Fair Value,” for a discussion of the differences between the concept of fair value
under GAAP and other value concepts used in different contexts.
11. In the context of financial transactions, GAAP uses a “hierarchy”10 to measure fair value that is
based on the quality of evidence supporting the fair value measurement. Quoted market prices in
active markets are the best evidence of fair value of a security and should be used as the basis for
the measurement, if available. If quoted market prices are not available, the estimate of fair value
should be based on the best information available, including prices for similar securities and the
results of using other valuation techniques.11 Securities of privately held enterprises, by definition,
are not traded in public markets and, therefore, quoted prices are not available. However,
privately held enterprises may sometimes engage in arm’s-length cash transactions with unrelated
parties for issuances of their equity securities, and the cash exchanged in such a transaction is,
under certain conditions, an observable price that serves the same purpose as a quoted market
price. Those conditions are (a) the equity securities in the transaction are the same securities as
those for which the fair value determination is being made, and (b) the transaction is a current
transaction between willing parties, that is, other than in a forced or liquidation sale and other than
under terms or conditions arising from a previous transaction (an example of such a previous
transaction is an exercise of employee stock options at a fixed, previously determined price).
                                                       
8 The FASB has preliminarily decided that the meaning of fair value, as it is defined by generally accepted accounting
principles (GAAP), is consistent with the definition of fair market value in Internal Revenue Service (IRS) Revenue
Ruling 59-60. Readers should be alert to any final guidance from the FASB.
9 The FASB has preliminarily decided that blockage discounts should not be used in determining fair value. Readers
should be alert to any final guidance from the FASB.
10 See paragraphs 68 through 70 of FASB Statement No. 140, Accounting for Transfers and Servicing of Financial
Assets and Extinguishments of Liabilities, which addresses the fair value of financial assets and related liabilities,
paragraphs 23 through 25 of FASB Statement No. 142, Goodwill and Other Intangible Assets, which addresses the fair
value of business reporting units, and paragraphs 22 through 24 of FASB Statement No. 144, Accounting for the
Impairment or Disposal of Long-Lived Assets, which addresses the fair value of long-lived assets and asset groups. The
FASB is planning to issue an exposure draft of a proposed Statement of Financial Accounting Standards on fair value
measurement, which could affect the GAAP hierarchy used in determining fair value. Readers should be alert to any
final pronouncement.
11 In this context, a valuation that uses estimates of future cash flows should incorporate assumptions that market
participants would use in their estimates of fair value whenever that information is available without undue cost and
effort. Otherwise, the valuation may use the enterprise’s own assumptions about future cash flows as long as there are
no contrary data indicating that market participants would use different assumptions. If such data exist, the enterprise’s
assumptions should be adjusted to incorporate such market information.
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12. If neither quoted market prices in active markets nor arm’s-length cash transactions as described
above are available, the task force recommends that management engage an unrelated valuation
specialist for the purpose of assisting management in determining fair value. The determination of
fair value is the responsibility of management. Management bears the responsibility for
investigating the qualifications of a valuation specialist (see Appendix B, “Criteria for the
Selection of a Valuation Specialist”), engaging the valuation specialist, and ensuring that a high-
quality valuation is performed and documented in a report. The assumptions used in determining
fair value, whether prepared by management or by the valuation specialist, are the responsibility
of management. Management is responsible for understanding and evaluating the conclusions of
the valuation report. See Appendix C, “Table of Responsibilities of Management and the
Valuation Specialist,” for a summary of the various responsibilities of management and the
valuation specialist that are discussed in detail throughout this Practice Aid.
13. All valuation methodologies applied in a valuation of a privately held enterprise may be broadly
classified into the market, income, or asset-based approaches. Each of the three approaches
may be applicable in the valuation of privately issued securities, depending largely on the stage of
an enterprise’s business development. In performing a valuation, a valuation specialist should
consider all three approaches and select the approach or approaches that are most appropriate.
That selection should include consideration of factors such as the history, nature, and stage of
development of the enterprise; the nature of its assets and liabilities; its capital structure; and the
availability of reliable, comparable, and verifiable data that will be required to perform the
analysis. See Chapter 8, “Relationship Between Fair Value Determination and Stages of
Enterprise Development,” for a discussion of the relationship between approach selection and the
stage of enterprise development.
14. It is then up to the valuation specialist’s informed judgment to assess the results of the various
approaches and methodologies used and to arrive at a final determination of fair value. That
judgment should include consideration of factors such as the relative applicability of the methods
used given the nature of the industry and current market conditions; the quality, reliability, and
verifiability of the data used in each methodology; the comparability of public enterprise or
transaction data used in the analyses to the subject enterprise; and any additional considerations
unique to the subject enterprise.
15. For purposes of this Practice Aid, a fairness opinion does not constitute a fair value
determination.
9CHAPTER 3: HIERARCHY OF VALUATION ALTERNATIVES
16. The reliability of a valuation specialist’s fair value determination will be affected by the timing of
the valuation (contemporaneous versus retrospective) and the objectivity of the specialist
(unrelated versus related-party12). For purposes of valuing privately issued securities for which
observable market prices of identical or similar securities are not available (see paragraph 11), the
most reliable and relevant fair value determination is a contemporaneous valuation performed by
an unrelated valuation specialist. However, different alternatives are available, and this Practice
Aid recommends that management use the following hierarchy in deciding on the type of
valuation to perform and valuation specialist to use:
• Level A. Fair value as determined in a contemporaneous valuation by an unrelated
valuation specialist
• Level B. Fair value as determined in a retrospective valuation by an unrelated valuation
specialist
• Level C. Fair value as determined in a contemporaneous or retrospective valuation by a
related-party valuation specialist
17. In the case of levels B or C, if an IPO occurs subsequent to the as-of date of the valuation, the task
force recommends that the valuation be accompanied by a discussion of the significant factors,
assumptions, and methodologies used in determining fair value, and a list and discussion of the
significant factors contributing to the difference between the fair value so determined and the IPO
price. The task force believes that this information is best disclosed in the Management’s
Discussion and Analysis (MD&A) and is consistent with the requirements for MD&A disclosures
as prescribed in Item 303 of SEC Regulations S-B and S-K. See paragraph 182 of this Practice
Aid.
18. Management bears the responsibility for determining the fair value of the common stock after due
diligence, deliberation, and consideration of the relevant facts. The task force recommends the
level A valuation alternative. If level A is not selected, the task force recommends that
management disclose which alternative management selected from the hierarchy in paragraph 16
and why management did not select the level A alternative. The task force believes this
information may be significant to potential investors and that the appropriate place for its
disclosure is the registration statement for an IPO (see paragraphs 179 through 183 of this
Practice Aid). The recommended disclosure enhances transparency with respect to how
management discharged its responsibility, and the task force believes such enhanced transparency
is especially important if a valuation is performed retroactively or by a related-party valuation
specialist.
                                                       
12 Typically, “related party” valuation specialist refers to an internal valuation specialist. An enterprise may determine
that it possesses sufficient relevant expertise and experience in-house to appropriately value its business and associated
equity securities. Often, however, such experience is not available in-house.
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19. The hierarchy reflects the perception by some that bias exists or has the potential to exist in a
related-party or retrospective valuation. Fair value as determined by a related-party valuation
specialist is ranked lowest in the hierarchy because of the potential for bias. Some perceive that
this potential is present no matter how highly qualified the valuation specialist. If, for example, a
valuation specialist is a member of management or the board of the enterprise being valued, he or
she may be involved in day-to-day operations or in the development and execution of strategy,
thereby creating an interest in seeing the enterprise carry out its plans to completion. And
although a contemporaneous valuation is generally considered to be more relevant and reliable
than a retrospective valuation because of the potential effect of hindsight, as discussed in Chapter
7, “Contemporaneous Versus Retrospective Valuation,” a retrospective valuation performed by
an unrelated valuation specialist is considered preferable to a contemporaneous valuation
performed by a related-party valuation specialist. In other words, the hierarchy reflects the
perception by some that the potential subjectivity of a related-party versus unrelated valuation
specialist is of greater concern than the potential effect of hindsight in a retrospective valuation.
20. The primary benefit of a contemporaneous valuation performed by an unrelated valuation
specialist is its objectivity and the reliability of its information for users of financial statements.
Furthermore, the task force believes that, although difficult to quantify in terms of specific dollar
amounts, the benefits of higher level valuation alternatives generally outweigh their costs. Such
benefits may include lower audit costs, as the costs of auditing may increase if the objectivity or
quality of information is decreased. Use of lower-level alternatives may increase the risk of
accounting error; see paragraph 181. Deficiencies in reliability, reasonableness, or supportability
of the valuation could result in the need to record a “cheap stock” charge and possibly also to
restate financial statements.13 For the level C alternative (related-party contemporaneous or
retrospective valuation), the task force believes such deficiencies are more likely in view of the
bias described above, as compared with a contemporaneous valuation performed by an unrelated
valuation specialist. For the level B alternative (retrospective valuation performed by an unrelated
valuation specialist), in the absence of a list and discussion of the significant items described in
paragraph 17, such deficiencies also are more likely. For the level A alternative, the risk of such
deficiencies is the lowest among the three alternatives provided that the assumptions and methods
as documented in the valuation report are deemed consistent and reasonable.
21. Regardless of the timing of the valuation and whether or not the valuation specialist is a related
party, the valuation specialist should follow the hierarchy of fair value estimates under GAAP
discussed in paragraph 11 in making a value determination for privately issued securities.
Although the GAAP fair value hierarchy addresses the quality of evidence supporting fair value
whereas the valuation alternatives hierarchy addresses timing and independence, the two operate
                                                       
13 Traditionally, an equity security (for example, options, warrants, common stock, restricted stock) issued by an
enterprise during the 12 months preceding an initial public offering (IPO) has been referred to as cheap stock if the price
of the stock (or exercise price of the option or warrant) is below the expected initial offering price.
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in tandem in that if observable market prices of identical securities (the highest level of the GAAP
fair value hierarchy) are not available, fair value should be determined in accordance with the
remainder of the GAAP fair value hierarchy, and the task force recommends that such
determination be made by means of a valuation selected from the valuation alternatives hierarchy.
Regardless of whether the valuation specialist is unrelated or a related party, the valuation should
be of the same quality.
22. In summary, in the absence of quoted or observable market prices or arm’s-length cash
transactions as described in paragraph 11, it is recommended that an enterprise obtain a
contemporaneous valuation performed by an unrelated valuation specialist in determining the fair
value of privately issued securities.
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CHAPTER 4: STAGES OF ENTERPRISE DEVELOPMENT
23. The stage of operational development of an enterprise is an important determinant of the value of
the enterprise and an indicator as to which approach or approaches for valuing the enterprise are
generally more appropriate. This chapter defines and delineates the stages used in this Practice
Aid, and Chapter 8 provides additional guidance as to the appropriateness of the approaches in the
various stages. The stages are defined below in terms of operational development. Typical
financing scenarios during those stages are relevant as well, but because different industries may
have very different financing patterns (for example, pharmaceutical or biotechnology enterprises
versus software enterprises) and because financing patterns may change over time, the stages are
defined for purposes of this Practice Aid in terms of operational development rather than
financing.
24. An enterprise typically builds value throughout the various stages of development, but generally
not in a linear fashion. In valuing an enterprise, it is important to recognize the enterprise’s stage
of development and its achievement of developmental milestones. The stage of development will
influence the perceived risk of investing in the enterprise, which in turn will influence the
valuation.
25. The typical stages of enterprise development are characterized in the following table.14
Stage Description
1 Enterprise has no product revenue to date and limited expense history, and typically an incomplete
management team with an idea, plan, and possibly some initial product development. Typically, seed
capital or first-round financing is provided during this stage by friends and family, angels, or venture
capital firms focusing on early-stage enterprises, and the securities issued to those investors are
occasionally in the form of common stock but are more commonly in the form of preferred stock.
2 Enterprise has no product revenue but substantive expense history, as product development is under
way and business challenges are thought to be understood. Typically, a second or third round of
financing occurs during this stage. Typical investors are venture capital firms, which may provide
additional management or board of directors expertise. The typical securities issued to those investors
are in the form of preferred stock.
3 Enterprise has made significant progress in product development; key development milestones have
been met (for example, hiring of a management team); and development is near completion (for
example, alpha and beta testing), but generally there is no product revenue. Typically, later rounds of
financing occur during this stage. Typical investors are venture capital firms and strategic business
partners. The typical securities issued to those investors are in the form of preferred stock.
(continued)
                                                       
14 The task force has chosen to present six stages of development. Other sources may indicate different numbers of
stages.
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Stage Description
4 Enterprise has met additional key development milestones (for example, first customer orders, first
revenue shipments) and has some product revenue, but is still operating at a loss. Typically, mezzanine
rounds of financing occur during this stage. Also, it is frequently in this stage that discussions would
start with investment banks for an IPO. 15
5 Enterprise has product revenue and has recently achieved breakthrough measures of financial success
such as operating profitability or breakeven or positive cash flows. A liquidity event of some sort, such
as an IPO or a sale of the enterprise, could occur in this stage. The form of securities issued is typically
all common stock, with any outstanding preferred converting to common upon an IPO (and perhaps also
upon other liquidity events).1515
6 Enterprise has an established financial history of profitable operations or generation of positive cash
flows. An IPO could also occur during this stage.15
26. There may be other stages that an enterprise goes through that are not in the above table. Some
product development cycles include extensive prototyping during development and may have
many more stages than shown above. Moreover, not every enterprise will necessarily go through
every stage. For example, an enterprise may develop a software product very quickly and proceed
directly to production rather than subjecting the product to extensive testing. Or, an enterprise
may remain private for a substantial period in Stage 6, establishing operating and financial
stability, although many such enterprises eventually undergo an IPO.
                                                       
15 The actual stages during which liquidity events occur or discussions with investment bankers for an IPO take place
depend upon several factors. Those factors include, for example, the state of the economy, investor sentiment, and the
state of the IPO market.
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CHAPTER 5: FACTORS TO BE CONSIDERED IN PERFORMING A VALUATION
27. This chapter describes the factors to be considered in performing a valuation. In general, a
valuation specialist typically considers all of the factors listed in this chapter irrespective of the
valuation approach(es) selected.
28. Milestones achieved by the enterprise. Many early-stage enterprises have a well-developed
business plan. The plan sets forth the business strategy, the product, the market, the competition,
and a projected financing and operating schedule. Few investors are willing to commit funds in
advance sufficient to carry the firm from concept to public offering. Rather, they want to see that
the enterprise’s management has a sound plan, is executing its plan, and is meeting its
commitments. As a result, several financing rounds usually are necessary, with each round
contingent on the enterprise having met its prior commitments. Those commitments often are set
forth in the original business plan as a series of milestones.
29. Enterprise milestones typically include the following:
• Finalize the original business plan.
• Obtain an initial round of financing other than from family and friends. This provides
evidence that one or more outsiders are favorably disposed to the enterprise, its
management, and its plans.
• Achieve proof of concept, which is often evidenced by alpha testing of a working
model or prototype, Web site, or product or service.
• Beta test the product or service. At this point, the enterprise may begin to receive some
cash inflows, demonstrating that there are customers willing to buy the enterprise’s
product or service.
• Successfully assemble the management team.
• Establish an ongoing, stable relationship with strategic partners.
• Obtain a sufficient base of customers to support ongoing operations, or obtain a key
customer.
• Obtain regulatory approval, for example, United States Food and Drug Administration
(FDA) approval of a pharmaceutical enterprise’s new drug.
• Develop a manufacturing plan.
• Secure key raw materials, equipment, or work force.
• Deliver the product or service to customers.
• Achieve positive cash flows, or at least breakeven operations.
• Achieve profitability.
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30. In general, as each milestone is met, the value of the enterprise is enhanced. As the number of
remaining milestones and the related time frame for achieving the business plan are reduced,
uncertainty about achieving the original business plan declines. As uncertainty is reduced,
investors perceive that there is less risk, which in turn reduces their required rate of return,
which increases the value of the enterprise. Typically, later-stage milestones result in higher
increases in value than early-stage milestones; that is, proportionately higher value enhancement
occurs in later stages as perceived risk decreases during those stages. (See paragraph 44.)
31. State of the industry and the economy. The valuation of an enterprise generally will be affected by
the current state of the industry in which it competes. Further, local, national, and global
economic conditions also affect enterprise values, albeit not always in the same direction; some
enterprises may be helped by poor economic conditions (for example, discount retailers versus
high-end retailers). Typically, however, enterprise values are enhanced for an enterprise in a
growing, profitable industry, and diminished in the alternative. Similarly, overall favorable
economic conditions generally enhance value as they, in general, indicate higher rates of growth
in sales and profits, whereas in a recessionary period, values tend to be diminished.
32. Members of management and board of directors. The experience and competence of the top
management team and the board of directors are important considerations in determining fair
value. Past performance of the individuals typically is used as an indicator of future performance.
During the later stages of enterprise development, venture capital investors often bring in
additional experienced managers, and this tends to reduce perceived risk.
33. Marketplace and major competitors. The less competitive a particular marketplace, the greater
the potential for capturing a high market share and, thus, the higher a valuation will tend to be.
Actual or potential market share is, in and of itself, a factor in determining valuation. In some but
not all instances, an enterprise’s being “first to market” with a particular product or service has a
favorable effect upon enterprise value. Conversely, if another entity has already achieved a
“critical mass” by having already captured a significant market share, that level of competition
may adversely affect enterprise value.
34. Barriers to entry. Significant barriers to entry, such as product licensing requirements or FDA
approval, tend to preclude competition and may enhance the value of already established
enterprises. For an early-stage enterprise that has not yet overcome such barriers, however,
enterprise value tends to be less because of the risks associated with trying to meet requirements
such as those associated with licensing or regulatory approval.
35. Competitive forces. Five competitive forces are often cited that many consider as embodying the
rules of competition that determine the attractiveness of an industry. Industry profitability is
influenced by the five forces because they influence the prices, costs, and required investments of
enterprises in an industry. The forces are potential competition, substitute products, buyers’
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bargaining power, suppliers’ bargaining power, and current competition.16 Early-stage enterprises
typically are affected to a lesser extent by these forces, and the forces become more relevant as an
enterprise progresses through its life cycle.
36. Existence of proprietary technology, product, or service. Proprietary technology (as typically
evidenced by patents or patent applications), exclusive licensing arrangements, and enterprise-
owned intellectual property tend to enhance the value of an enterprise.
37. Work force and work force skills. The quality of its work force may affect an enterprise’s value.
Considerations include, for example, the union versus nonunion makeup of the work force, the
rate of employee turnover, the specialized knowledge or skills of key employees or groups of
employees, and the overall employee benefit programs and policies. Many perceive that
enterprises with good human relations programs tend to be more profitable because of expected
greater employee commitment and lower turnover. The existence of an employee stock option
plan in industries in which such plans are common is also perceived as a factor in enhancing
employee commitment and reducing turnover.
38. Customer and vendor characteristics. Certain characteristics of an enterprise’s customers and
vendors may affect the enterprise’s value. Considerations include, for example, the number of
customers and vendors, the financial health and profitability of customers and vendors, and the
strength and stability of the industries in which those customers and vendors operate.
39. Strategic relationships with major suppliers or customers. A close relationship with a related
party, such as a supplier or customer relationship with a parent or an entity under common
ownership or control, or a close relationship with an entity such as another investee of venture
capital investors in the enterprise, may affect valuation. In some cases—for example, those in
which an enterprise has a relationship with a strong financial backer—the enterprise’s value may
be enhanced. Having a well-known and well-respected customer is considered by many to be an
indication that the enterprise has overcome an initial marketing hurdle, and may positively affect
valuation. However, it may also be the case that a close relationship negatively affects value—for
example, if investors perceive that a “too close” relationship exists (such as one in which a
disproportionate amount of control or influence is held over the enterprise).
40. Indicators of close relationships with other entities include:
• Significant interentity transactions conducted other than at arm’s length
• Sharing of technology, processes, or intangible assets
• Joint ventures or similar arrangements between the entities
• Arrangements to jointly develop, produce, market, or provide products or services
                                                       
16 Source: Porter, Michael E., Competitive Strategy: Techniques for Analyzing Industries and Competitors, New York:
The Free Press, 1998.
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• Significant interentity purchases or sales of assets (other than the entities’ products and
services)
• One entity being an equity method investee of the other
• Significant transfers of investments between entities
• One entity holding disproportionate rights, exclusive rights, or rights of first refusal to
purchase or otherwise acquire direct ownership interests, assets, technology, products,
or services of the other entity
41. Major investors in the enterprise. Some believe the value of an enterprise should not be affected
by its investor base, and that forecasted revenue and expenses, cash flows, and income should all
be independent of the identity of such investors (or investor groups). Nonetheless, a “halo effect”
sometimes creates a perception among other investors that the enterprise has less risk if it is
backed by certain well-known investors. In turn, this perceived reduced risk may result in a higher
value for the enterprise.
42. Cost structure and financial condition. A valuation specialist should evaluate an enterprise’s cost
structure in terms of the enterprise’s cost flexibility and level of committed expenses. The
relationship between fixed and variable costs, for example, may shed light on flexibility. The
financial condition of an enterprise is affected by factors such as the enterprise’s stage of
development, the financial strength of the enterprise’s investors, and the current burn rate. The
nearer an enterprise is to “cash burnout,” the higher the liquidity risk and the lower the valuation
will tend to be. A condition of nearness to burnout does not necessarily indicate a liquidation
situation or the absence of a willing buyer. An enterprise with a need to have successive rounds of
financing to fund operations will tend to have a higher liquidity risk than an enterprise that has
raised all the needed capital in a single transaction.
43. Attractiveness of industry segment. The valuation of an enterprise may be affected by how
investors perceive the attractiveness of the industry segment in the equity markets. That
perception affects the enterprise’s ability to raise capital. The more attractive the industry segment
in the equity markets, the higher the valuation will tend to be.
44. Risk factors faced by the enterprise. There are numerous risks faced by every enterprise, some of
which are faced principally by early-stage enterprises. In evaluating risk factors, a valuation
specialist should examine an enterprise’s operating, regulatory, financing, and economic risks. A
valuation specialist should make appropriate inquiries of management and may also find it useful
to review public documents of other enterprises in the same or similar industries in order to
identify areas of potential concern. A valuation specialist may find the following table of risk
factors useful.17
                                                       
17 The risk factors in the table are similar to the qualitative objectivity factors in paragraph 8 of AICPA Statement of
Position (SOP) 92-2, Questions and Answers on the Term Reasonably Objective Basis and Other Issues Affecting
Prospective Financial Statements. The factors, although similar, are used for different purposes and there is no intended
direct relationship between the two bodies of literature.
Chapter 5: Factors to Be Considered In Performing a Valuation
19
Risk Factor Higher Risk Lower Risk
Economy Subject to uncertainty Relatively stable
Industry:
 • General industry
conditions
Emerging or unstable; high
rate of business failure
Mature or relatively stable
 • Activities by lobbyists or
consumer groups
Active opposition Relative absence of opposition
activities
 • Environmental
issues
Potential environmental
concerns
Relative absence of issues
Enterprise:
 • Story / concept /
business plan
Undeveloped Developed and of high quality
 • Operating history Little or no operating history Seasoned enterprise; relatively
stable operating history
 • Achievement of
plan and milestones
Plan and milestones not
achieved in timely fashion
Plan and milestones achieved
in timely fashion
 • Customer base Monolithic customer base Diverse, relatively stable
customer base
 • Financial condition Weak financial condition; poor
operating results
Strong financial condition;
good operating results
 • Location of
operations
Countries with political,
economic, or other instabilities
Stable countries
 • Exposure to
litigation
High exposure Low exposure
Management’s experience with:
 • Industry Inexperienced management Experienced management
 • The enterprise, its
products or services,
and its stage of
development
Inexperienced management;
high turnover of key personnel
Experienced management
Board of directors’ experience with:
 • Industry Inexperienced board Experienced board
 • The enterprise, its
products or services,
and its stage of
development
Inexperienced board Experienced board
(continued)
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Risk Factor Higher Risk Lower Risk
Products or services:
 • Market New or uncertain market; highly
competitive market; low barriers
to entry
Existing or relatively stable
market; unique product or
service; relatively few
established competitors;
significant barriers to entry
that the enterprise has
overcome
 • Technology Rapidly changing technology
and high likelihood of product
obsolescence; enterprise does
not have proprietary technology
Relatively stable technology
and low likelihood of product
obsolescence; enterprise has
proprietary technology
 • Experience New products or expanding
product line
Relatively stable products
45. Qualitative and quantitative factors. There are no “rules of thumb” or universal formulas that can
reliably be used to determine the value of an enterprise. If more than one valuation method is
used, as is often the case, the valuation specialist should assess the relevance and quality of the
data used in each and should assess the various value indications. Each valuation is unique, and a
final determination of value based on an assessment of differing values obtained under the various
methods requires the exercise of judgment. That judgment should include consideration of factors
such as the relative applicability of the methods used given the nature of the industry and current
market conditions; the quality, reliability, and verifiability of the data used in each methodology;
the comparability of public enterprise or transaction data used in the analyses to the subject
enterprise; and any additional considerations unique to the subject enterprise.
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CHAPTER 6: APPROACHES TO DETERMINING ENTERPRISE FAIR VALUE
46. The three approaches to determining fair value at the enterprise level are the market, income, and
asset-based approaches. Although many valuation methods are used in practice, all such methods
may be classified as variations of one of the three approaches. This chapter discusses in detail the
three approaches and the significant assumptions that have the most effect on and relevance to
each approach.
47. Valuation specialists generally consider more than one method in determining the value of an
enterprise. As the determination of fair value is not an exact science, it is common for the results
of one method to be used to corroborate, or to otherwise be used in conjunction with, the results
of one or more other methods in a determination of fair value. If a valuation specialist has applied
multiple methods and one result is significantly different from the other(s), the valuation specialist
should assess and report the reasons for the differences. Significant differences are an indication
that the valuation specialist should review and revisit the methods, assumptions underlying the
methods, and calculations. If one or more of the three valuation approaches discussed in this
chapter is not used, the valuation specialist should communicate in the valuation report the reason
why each such approach was not used.18 The valuation specialist should make this
communication even if this Practice Aid recommends that a certain valuation approach may not
be appropriate in certain situations, or that a certain valuation approach may be more appropriate
than another approach in certain situations. The approaches and methods considered and the
reasons for the approaches and methods chosen are important communications in the
performance of a valuation.
48. As noted in the previous paragraph, the guidance in this Practice Aid includes recommendations
about certain valuation approaches being more appropriate or less appropriate in certain
situations. All such recommendations should be interpreted within the context of current,
relevant, appropriate valuation standards, such as The Appraisal Foundation’s Uniform Standards
of Professional Appraisal Practice (USPAP), which is discussed further in Chapter 11, “Elements
and Attributes of a Valuation Report,” of this Practice Aid.19 As noted earlier, this Practice Aid
does not endorse any one particular set of valuation standards.
                                                
18 Under Uniform Standards of Professional Appraisal Practice (USPAP), a valuation specialist is required to consider
all three approaches (market, income, and asset-based), and if one or more is not used the valuation specialist should
explain such non-use.
19 The AICPA has a project underway to define business valuation standards for the CPA practitioner. Readers should
be alert to any final issuance.
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Market Approach
49. The market approach uses direct comparisons to other enterprises and their equity securities to
estimate the fair value of the common shares of privately issued securities. It is conceptually
preferable to the other two approaches because it relies on and uses data generated by actual
market transactions. The market approach bases the fair value measurement on what other similar
enterprises or comparable transactions indicate the value to be. Under this approach, the valuation
specialist examines investments by unrelated parties in comparable equity securities of the subject
enterprise or examines transactions in comparable equity securities of comparable enterprises.
Financial and nonfinancial metrics (see paragraphs 50 and 51) may be used in conjunction with
the market approach to determine the fair value of the privately issued securities of the subject
enterprise. Two commonly used “market comparables” methods are the Guideline Public
Company Method (the results of which would require adjustment for valuing a privately held
enterprise in view of the public-company nature of the comparable) and the Guideline
Transactions Method (see paragraph 55).
50. If comparable enterprises are available, valuation specialists may use financial statement metrics
(also referred to as financial metrics) such as:
• Price to cash flow
• Price to earnings
• Market value of invested capital (MVIC) to earnings before interest and taxes (EBIT)
• MVIC to earnings before interest, taxes, depreciation, and amortization (EBITDA)
• Price to assets or equity
• MVIC to revenue
51. Non-financial-statement metrics (also referred to as nonfinancial metrics), sometimes used by
industry and analysts, also may be used by valuation specialists and include, for example:
• Price per subscriber in the cable industry
• Price per bed in the hospital industry
A nonfinancial metric is often industry-specific and would ordinarily be used by a valuation
specialist only if the nonfinancial metric is generally accepted in the industry. The use of
nonfinancial metrics has broadened in recent years, in part because of the recommendations of the
report of the AICPA Special Committee on Financial Reporting (the Jenkins Committee) and the
Financial Accounting Standards Board’s (FASB’s) Business Reporting Research Project entitled
“Improving Business Reporting: Insights into Enhancing Voluntary Disclosures.” Moreover, with
many early-stage enterprises, some traditional metrics cannot be used because the enterprises
have not yet earned a profit, and therefore nonfinancial metrics may be used in conjunction with
the limited number of usable financial metrics.
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52. Suppose, for example, that a valuation specialist uses metrics of price to sales and price to assets
in conjunction with a delivery service business, whereby the metrics were developed from a
group of comparable businesses. If price to sales is 40 percent and price to assets is 125 percent
for the comparable businesses, and if the two metrics are applied to the subject enterprise’s
results, different valuations may result, say $7 million versus $8 million, respectively. If the
valuations differ in this way, the valuation specialist often will give greater weight to one measure
versus the other. Asset-based, sales-based, and income-based metrics that have proven useful in
the past are typically more accepted in practice than alternative metrics that may not yet have
been as widely used.
53. A significant limitation of the market approach is that “true” comparables are unlikely to exist,
particularly in valuing privately held enterprises. Another limitation arises if the enterprise being
valued has no earnings or has immaterial revenue, as forecasts of financial statement amounts
may then be highly speculative. This limitation is particularly apparent for enterprises in Stages 1
and 2. Even if a market approach is appropriate, if the comparables are publicly held enterprises,
the performance indicators from public enterprises may be difficult to apply directly to privately
held enterprises because the public enterprises are typically further along in their development
and their shares are marketable.
54. If comparables are used, the valuation specialist should identify and describe the selected
comparable enterprises and the process followed in their selection. In addition, the valuation
specialist should disclose in the valuation report the applicable metrics selected for use in the
valuation and the rationale for their selection.
55. A valuation specialist also may use a transactions-based method in determining fair value of the
equity securities of an enterprise. The basis for application of this method is transactions in equity
securities of the enterprise with unrelated investors or among unrelated investors themselves. In
using this method, the valuation specialist should disclose in the valuation report the rationale for
selecting the transactions deemed relevant, and any metrics (see paragraphs 50 and 51) used in
determining fair value. In selecting the relevant transactions, the valuation specialist should
consider whether those transactions involve any stated or unstated rights or privileges, any effects
of which would ordinarily be factored out of any fair value determination. See Chapter 10,
“Valuation of Preferred Versus Common Stock.”
56. In applying a method based on market valuations, a valuation specialist should consider any
significant value-creating milestone events that differ between the comparables. Additionally, the
valuation specialist should consider differences between preferred and common stock investments
and differences between public and private enterprises. See Chapter 9, “Effect of the IPO Process
on Valuation,” and Chapter 10.
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57. An example of a difference between public and private enterprises is the lower marketability, in
general, of the securities of a private enterprise as compared with those of a public enterprise. In
valuing privately issued securities, valuation specialists may adjust for that difference by using a
marketability discount, or discount for lack of marketability.20 Although a comprehensive
discussion of discounts or premiums is beyond the scope of this Practice Aid, there are a number
of factors that a valuation specialist considers in determining the size of any marketability
discount. These include, for example21:
• Prospects for liquidity, that is, expectations of a market in the future—the greater the
prospects, the lower the discount would tend to be
• Number, extent, and terms of existing contractual arrangements requiring the enterprise
to purchase or sell its equity securities—these could have varied effects on the size and
direction of any marketability adjustment
• Restrictions on transferability of equity securities by the holder—the lesser the extent
and duration of any such restrictions, the lower the discount would tend to be
• Pool of potential buyers—the larger the pool, the lower the discount would tend to be
• Risk or volatility—the lower the perceived risk of the enterprise, or the lower the
volatility of the price or value of its equity securities, the lower the discount would tend
to be
• Size and timing of distributions—the greater the amount of dividends paid by an
enterprise, the lower the discount would tend to be (typically not a factor for early-stage
enterprises, but possibly a factor for more mature enterprises)
• Uncertainty of value—the more difficult it is to determine the value of an equity
interest, the higher the discount would tend to be22
• Concentration of ownership—the higher the concentration of ownership (for example,
among founders or controlling shareholders), the higher the discount would tend to be
58. If transactions are used as a basis for valuing an enterprise, certain characteristics of those
transactions may require special consideration. For example, if a transaction involves a large
block of shares, the valuation specialist should consider the fact that the transaction might not be
                                                
20 Paragraph 10a of Accounting Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to Employees,
states that stock or stock options issued to employees as compensation should be measured at the quoted market price of
the stock (less any amount required to be paid by the employee) and that restrictions on transferability of the stock or
stock options are not to be considered. However, because quoted market prices are unavailable in the case of privately
issued securities, under APB No. 25 the best estimate of market value should be used to measure compensation.
Accordingly, the task force believes the use of marketability discounts in valuing privately issued securities is not
inconsistent with APB No. 25.
21 A number of studies have been conducted on factors influencing marketability discounts. See footnotes 29 and 30 to
paragraph 113 of this Practice Aid.
22 Prospective investors in the securities of a private enterprise often presume an element of optimism or bias of
management in projecting future financial performance, which would tend to overstate enterprise value. To compensate,
investors often apply a discount to the extent that a valuation is based on internal projections.
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representative of the fair value of individual equity securities. If the purchaser is seeking control
or a large share of the enterprise, the purchaser may have to pay, and the referenced transaction
value(s) may therefore reflect, a control premium to induce the required number of shares to the
sell side of the market. The valuation specialist ordinarily would factor such premiums or
discounts out of any determination of the fair value of a minority common stock interest.
59. Prices observed in issuances of privately issued securities may be inappropriate as market
comparables without adjustment because those transactions may involve control premiums and
synergies that are specific to a particular buyer-seller relationship. Prices paid by major suppliers
or customers for privately issued securities also may be inappropriate as market comparables
without adjustment because such transactions may involve the granting of stated or unstated
rights or privileges to the supplier or customer. In applying a market approach to valuing a
minority interest in privately issued securities, if a buyer of the securities would be expected to
pay the seller any significant consideration for strategic or synergistic benefits in excess of those
expected to be realized by market participants, the valuation specialist ordinarily would identify
those excess benefits and remove them from the valuation.
Significant Assumptions of the Market Approach
60. The key assumption of the market approach is that the selected comparable enterprise or
transaction is “truly” comparable. As noted earlier, however, there typically are few truly
comparable enterprises. In order to achieve comparability, the valuation specialist may need to
make adjustments (that is, apply discounts or premiums) to an initial valuation that is based on a
comparison to an enterprise that in one significant respect or another is not comparable to the
enterprise being valued. Typically, such adjustments relate to factors such as differences in entity
size, working capital, liquidity, profitability, and, as noted in paragraph 57, marketability.
61. In performing valuations of early-stage enterprises under the market approach, not only is it
assumed that the industry, size of enterprise, marketability of the products or services, and
management teams are comparable, but also that the enterprise’s stage of development is
comparable. This last assumption often renders the market approach impractical for early-stage
enterprises because pricing data for such enterprises are difficult, if not impossible, to find.
Furthermore, even if pricing data can be found, until product or service feasibility is achieved,
comparability among early-stage enterprises is difficult to achieve.
Income Approach
62. The income approach obtains its conceptual support from its basic assumption that value
emanates from expectations of future income and cash flows. The income approach simulates, in
the absence of observable market transactions, how market participants would formulate their
decisions to buy or sell securities. The income approach stands in contrast to the asset-based
approach (see paragraphs 76 through 85), which focuses on what has happened in the past. The
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income approach seeks to convert future economic benefits into a present value and has strong
conceptual support from many sources. First, it is in accordance with the definition of assets in the
FASB’s Conceptual Framework:
Assets are probable [footnote omitted] future economic benefits obtained or controlled
by a particular entity as a result of past transactions or events.23
Second, it is in accordance with the literature of finance that attributes value to the rational
expectation of future economic benefits. Third, it is on a conceptual par with the market approach
to valuation. A market price is theoretically the consensus of a large number of unrelated buyers
and sellers, whereas the income approach may be used to simulate a market price when there is
no active market for the asset being valued, in this case the equity securities of privately held
enterprises. The income approach differs from the market approach, however, in that whereas the
market approach is based on marketplace prices and assumptions, in many cases the income
approach is based on entity-specific assumptions (as long as those assumptions are not
inconsistent with marketplace assumptions).
63. The method most commonly used in applying the income approach to value a minority interest in
privately issued securities is the discounted cash flow (DCF) method. The DCF method requires
estimation of future economic benefits and the application of an appropriate discount rate to
equate them to a single present value. The future economic benefits to be discounted are generally
a stream of periodic cash flows attributable to the asset being valued,24 but they could also take
other forms under specific circumstances—for example, a lump sum payment at a particular time
in the future without any interim cash flows. In the case of equity securities, the relevant cash
flows are those expected by the holder of the securities, not the cash flows of the enterprise that
issued the securities. However, if equity securities are being valued by first valuing the enterprise,
the relevant cash flows for purposes of valuing the enterprise are those of the enterprise itself.
64. There are conceptual and practical challenges associated with the income approach. The first is
the issue of how risk is assessed and assigned. In the “traditional” approach to valuation, risk is
assigned to, or incorporated into, the discount rate.25 It is common practice for a valuation
specialist to obtain from management or otherwise determine a single best estimate of an
enterprise’s cash flows for specified future periods and then to discount those amounts to present
value using a risk-adjusted rate of return, or discount rate. The greater the perceived risk
associated with the forecasted cash flows, the higher the discount rate applied to them, and the
lower their present value.
                                                
23 FASB Statement of Financial Accounting Concepts No. 6, Elements of Financial Statements, paragraph 25.
24 The asset being valued could be a single asset, a collection of assets, or an entire enterprise.
25 Typically a discounted cash flow (DCF) method uses after-tax cash flows and employs an after-tax discount rate. The
use of pre-tax cash flows generally is inconsistent with how value ordinarily is measured in a DCF analysis. However,
under certain circumstances (for example, subchapter S corporations), pre-tax cash flows may be appropriate. In any
case, the cash flows and the discount rate used (after-tax or pre-tax) should be consistent, that is, pre-tax cash flows
should not be used with after-tax discount rates and vice versa.
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65. A variation on the income approach, as discussed in FASB Statement of Financial Accounting
Concepts No. 7, Using Cash Flow Information and Present Value in Accounting Measurements,
is to first adjust the cash flows themselves on a probability-weighted basis, then assign risk to the
cash flows, and then discount those cash flows using a risk-free interest rate. This method, known
as the expected cash flow method, is one in which the cash flow consequences of possible future
outcomes are estimated. The probability of each potential cash flow outcome is then estimated.
Each outcome is then weighted by its probability, the weighted amounts are summed to determine
expected cash flow, and the expected cash flow is then adjusted to reflect risk. The reasoning
process behind this method has been extended into other areas, discussed in paragraphs 71 and 72
of this Practice Aid, that are known as real options or contingent claims analysis.
66. A challenge exists in addressing the final cash flow amount, or terminal value. Forecasting
future cash flows involves uncertainty, and the farther the forecast goes into the future, the greater
the uncertainty of the forecasted amounts. Because discounting attributes less value to cash flows
the farther in the future they are expected to occur, there is a point in time beyond which
forecasted cash flows are no longer meaningful. For start-up enterprises with little or no operating
history, forecasts beyond a few years are likely to be speculative and unreliable.
67. Although it may be difficult to forecast future cash flows beyond a certain point, that does not
mean that the enterprise will not have such cash flows. Those flows also will be periodic flows
unless the ownership of the enterprise is changed or transferred as a result of a liquidity event. In
many cases, such an event will result in a single cash flow, which represents the terminal value of
the enterprise. In other cases, the liquidity event may result in multiple future cash flows, which
need to be discounted to determine terminal value. In all cases, the terminal value should be
estimated and incorporated into the DCF calculation of value.
68. In those cases in which the ownership of the enterprise is assumed to not be changed or
transferred through a liquidity event, the valuation specialist ordinarily will have a basis for
reasonably estimating a terminal value. That estimate generally is made as of the date the
enterprise is expected to begin a period of stable cash flow generation. That period may be one of
growth at some assumed constant rate, or no growth. See Appendix D, “Table of Capitalization
Multiples,” for a discussion of capitalization multiples that may be applied to the stable annual
cash flow in determining a terminal value. Whether terminal value is determined by the use of a
capitalization multiple or by other means, the terminal value is the valuation specialist’s best
estimate of the present value of those future cash flows. That terminal value is incorporated into
the DCF calculation of value by further discounting the terminal value to a present value.
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69. Finally, even in the case in which there is no assumed change or transfer in the ownership of the
enterprise, and the valuation specialist is unable to reasonably estimate future cash flows beyond a
certain date, the valuation specialist still should estimate a terminal value using acceptable
methodologies.26 That terminal value should be incorporated into the DCF calculation of value as
discussed in paragraph 68.
70. Some valuation specialists use methods that bifurcate an enterprise’s economic benefit streams
into two or more flows and then discount each at a different rate of return. This technique may be
appropriate, for example, in the case of an enterprise that has a commercially viable product being
sold in the marketplace but also has a new product under development that has not yet achieved
commercial feasibility. Often, the economic results of different product lines can be readily
separated, and the riskiness of each separately assessed. The assessment following such
separation is similar to the investment analysis performed by financial analysts using the
disaggregated segment data of diversified enterprises.
71. In recent years, real options theory has been applied by some in the valuation of enterprises. In
essence, real options methods are analogous to and determine value in the same manner as
methods used for valuing financial options, and are categorized as a subset of the income
approach because the methods are forward looking. Paragraph 2.1.17 of the AICPA Practice Aid
Assets Acquired in a Business Combination to Be Used in Research and Development Activities:
A Focus on Software, Electronic Devices, and Pharmaceutical Industries27 states, “Option
pricing models (for example, binomial, econometric [such as Shelton and Kassouf], and riskless-
hedge arbitrage [such as Merton, Black-Scholes, Noreen Wolfson, and Gastineau Madansky])
historically have been used to value financial contracts, such as warrants and options. The use of
these models recently has been extended to value strategic choices (in effect, options) and assets
subject to strategic choices.”
72. Real options theory is an analytic tool that is sometimes used in value measurement. However,
not all valuation specialists are familiar with the complexities of real options theory or are
experienced using it in practice. Valuation specialists using real options theory should provide
sufficient disclosures so that those not familiar with the method are able to understand its
assumptions and methodology (see paragraph 163(h)). See Appendix E, “Real Options,” for more
information related to real options theory.
                                                
26 For example, the “Gordon growth method” and “observed market multiples” are commonly used methods.
27 Also known as the IPR&D Practice Aid, as prepared by the IPR&D task force. IPR&D is the abbreviation for “in-
process research and development.”
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Significant Assumptions of the Income Approach
73. The income approach relies on a number of assumptions, some of which may have a substantial
effect on the resulting valuation. Even the rationale underlying the selection of the method to use
in applying this approach may incorporate a number of assumptions. In theory, the traditional and
expected cash flow methods under FASB Concepts Statement No. 7 should result in a similar
value. However, as is typically the case with valuations, the results of the varied valuation
methods rarely turn out to be exact duplicates—hence, the importance of the specific assumptions
associated with each method. For the expected cash flow method, key assumptions include the
forecasted cash flows (which incorporate the effect of risk), their respective probabilities, risk
adjustments to expected cash flow, and the growth rate implicit within the terminal value (see
paragraphs 68 and 69 of this Practice Aid). For the traditional method, key assumptions include
the amounts of the forecasted cash flows, the growth rate implicit within the terminal value, and
the discount rate. In typical early-stage enterprise valuations performed using a discounted cash
flow method, the terminal value may constitute one hundred percent or more of the total fair
value as a result of losses from operations during some or all of the reporting periods up to the
date used in the calculation of terminal value.
74. Forecasting cash flows, including developing underlying assumptions, is the responsibility of
management. A valuation specialist should review management’s forecasts of cash flows and
management’s underlying assumptions for reasonableness, and make adjustments to the valuation
assumptions as appropriate. This is especially important in light of what some perceive to be a
bias on the part of management towards “optimism” in cash flow forecasts. The length of time
over which the forecasts are made affects their reliability and should be taken into account by the
valuation specialist. Forecasts are frequently made for five-year periods, but in view of the speed
at which technology may become obsolete or change, five years may be considered a long time
for reliable forecasting, particularly in certain industries. Accordingly, other relevant financial and
nonfinancial measures of reliability, such as management’s prior record of success or the track
records of comparable enterprises, should be considered. Moreover, forecasts prepared for use in
a valuation should be consistent with forecasts that management prepares for the same periods for
other purposes—for example, forecasts that management prepares for bankers. Cash flow
assumptions should be disclosed in the valuation report, including information regarding their
source and reliability.
75. In assessing the reasonableness of management’s forecasts of cash flows for purposes of applying
the income approach, a valuation specialist may find it useful to consider the table of risk factors
in paragraph 44.
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Asset-Based Approach
76. Of the three approaches to valuation, the asset-based approach (sometimes referred to as the
“asset approach” or “cost approach”) is generally considered to be the weakest from a conceptual
standpoint. It may, however, serve as a “reality check” on the market and income approaches, and
provides a “default value” if the available data for the use of those other approaches are
fragmentary or speculative. The general principle behind the asset-based approach is that the
value of an enterprise is equivalent to the fair value of its assets less the fair value of its liabilities.
One method of applying the asset-based approach is known as the asset accumulation method and
is applied by individually valuing each asset, summing the values obtained, and deducting the fair
values of individual liabilities. The fair values of individual assets and liabilities may be obtained
or estimated using a variety of valuation methods, including methods under the market and
income approaches. A commonly used methodology for valuing individual assets is determining
the cost of replacing each asset with one of equivalent utility.
77. Tangible asset appraisals often are performed by machinery and equipment appraisers using
methodologies specific to fixed asset appraisals. For purposes of determining the fair value of an
asset that is part of a turnkey operation, replacement cost new (or replacement cost) is the most
common standard of value. Under this standard, an asset’s value today is what it would cost
today to acquire a substitute asset of equivalent utility. In applying the asset-based approach,
replacement cost often serves as a starting point, and then adjustments are made for
“depreciation” as discussed in the following paragraph.
78. Assets depreciate and lose value over time due to a variety of factors:
• Physical usage, and the fact that used assets have a shorter expected remaining life than
new assets
• Changes in technology resulting in obsolescence; functional obsolescence; changes in
market preferences
• Increases in maintenance charges associated with increases in age of an asset
Depreciation for purposes of valuation is calculated based on those factors. Accumulated GAAP
depreciation, which represents an allocation of historical costs, and accumulated depreciation
based on IRS scheduled service lives may not be appropriate measures on which to base
depreciation adjustments for valuation purposes.
79. In some cases, replacement cost may be determined by comparing historical cost with a relevant
current index published by a trade association, government agency, or other independent source.
An example is the valuation of a building using a relevant construction cost index that takes into
account the kind of building and its location. (Factors not incorporated into the index, such as the
effects of technological changes and building cost changes, also would be considered in the
determination of replacement cost.)
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80. Reproduction cost new (or reproduction cost) is another standard of value used by machinery
and equipment appraisers in valuing specific fixed assets. Under this standard, an asset’s value is
equivalent to the cost required to replace that asset with an identical asset. Reproduction cost is
often not appropriate as an approximation of replacement cost. Reproduction cost is often used in
insurance valuations and does not consider advances in technology and other factors that would
result in a better or more productive asset, even if one could be obtained for the same cost today.
For example, a new asset may be more energy-efficient or durable than a replacement asset
identical to the asset replaced. A replacement cost scenario may be more “true to life” than a
reproduction cost scenario because, typically, a more technologically advanced asset would be
preferred over an asset identical to the asset replaced if the more technologically advanced asset
was available for the same or less money.
81. In the absence of having built substantial goodwill or intangible value, an enterprise’s value under
the asset-based approach is based on the value of its tangible assets less its liabilities. The asset-
based approach is most useful when it is applied to tangible assets and to enterprises whose assets
consist primarily of tangible assets. The reliability of value determined under the asset-based
approach tends to be greater for tangible assets recently purchased in arm’s-length transactions.
Significant Assumptions of the Asset-Based Approach
82. Asset-based approach assumptions relate to the various costs capitalized as part of an asset or
assets of the enterprise being valued. For early-stage enterprises, the asset-based approach
assumes that part of the expenditures needed to prove the feasibility of a product or service
concept become part of an asset’s value. The rationale for this assumption is that if an expenditure
results in the creation of value, then an enterprise acquiring the asset would not have to replicate
those costs—that is, they are already incorporated in the asset. A significant issue is the
determination of what portion of sunk costs should be included as value. For example, if a
biotechnology enterprise has spent $15 million proving a new protocol for the treatment of
cancer, the question arises as to how much of that should be considered part of cost for valuation
purposes. Even if, say, seven out of the ten protocols the enterprise experimented with failed, the
cost of the experimentation process itself may be considered as contributing to value because a
comparable enterprise would not need to pursue those same failed paths to identify an effective
protocol. In some cases, research may be necessary to advance knowledge or acquire assets (for
example, locate oil), and in those cases the cost of the research phase may be considered an
integral part of the cost of the enterprise’s development. However, sunk costs that are incurred as
the result of enterprise inexperience typically would not be considered as part of value under the
asset-based approach. Assumptions regarding the valuation of research would ordinarily be
disclosed in performing a valuation.
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83. Another assumption relates to the state of obsolescence or impairment of the asset subsequent to
its creation. Often, an asset is operationally functional but has lost value as a result of new
products or services that are more efficient or operationally superior. Thus, although the historical
cost of the asset may be easily determinable, its replacement cost may be less than historical cost
due to obsolescence or impairment, as discussed in paragraphs 77 and 78. The software industry,
for example, has many examples of product obsolescence and impairment.
84. The task force recommends that the treatment of overhead costs in determining the cost of an
asset be disclosed in the valuation report. Typically this disclosure would be most applicable in
the case of a self-constructed asset.
85. The asset-based approach does not consider interest or inflation. Two approaches to determining
replacement cost under the asset-based approach are useful in explaining why that is the case.
One approach assumes the purchase of an identical asset in its current (depreciated) condition.
The other approach assumes the replication of a self-constructed asset. With respect to the first
approach, there is no need to consider either the time value of money or inflation because the
assumption is that all costs are incurred as of the valuation date. With respect to the second
approach, the cost would be obtained by applying to the asset’s historical cost an index of specific
price change for that asset. Once that index is used, there is no further need to adjust for inflation,
because the index adjustment is the measure of specific inflation for that asset and includes a
measure of general inflation.
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CHAPTER 7: CONTEMPORANEOUS VERSUS RETROSPECTIVE VALUATION
86. As noted in paragraph 22 of this Practice Aid, the task force recommends that an enterprise obtain
a contemporaneous valuation performed by an unrelated valuation specialist. A contemporaneous
valuation considers conditions and expectations that exist at the valuation date and is not biased
by hindsight. Therefore, a contemporaneous valuation results in the most relevant and reliable
determination of fair value as of the grant date of equity securities. When a valuation is prepared
after the fact (that is, a retrospective valuation), care should be exercised to ensure that the
assumptions and estimates underlying the valuation reflect only the business conditions,
enterprise developments, and expectations that existed as of the valuation date. The greater the
interval between a grant date of securities and the valuation, the higher the likelihood that the
valuation may be biased by subsequent experience. Even if forecasts are available that were
prepared contemporaneously with the as-of date of the valuation, other assumptions may be
biased by subsequent experience. Because it is difficult to separate the benefit of hindsight when
assessing conditions that existed at the valuation date, it is important that judgments about those
conditions be made and documented with supporting evidence on a timely basis.
87. Although a contemporaneous valuation is, in theory, a valuation performed concurrent with and
as of the grant date of securities, there are practical considerations that may prevent a
contemporaneous valuation from being “contemporaneous” in the literal sense. For example, a
valuation specialist engaged on December 31, 20X1, to perform a valuation as of December 31,
20X1, may not, in view of the amount of work to be performed, be able to complete a final
valuation report until February 28, 20X2. If significant milestone events occur between December
31, 20X1, and February 28, 20X2, the valuation specialist may be placed in the difficult position,
akin to that of a valuation specialist performing a retrospective valuation, of having somehow to
ignore those events and base the valuation only on expectations as of December 31, 20X1, of the
likelihood and timing of future events versus having the knowledge of the subsequent
achievement or non-achievement of those expectations.
88. In view of the practical considerations in the preceding paragraph, for purposes of this Practice
Aid, contemporaneous does not signify as of grant date but rather signifies at or around the grant
date, appropriately adjusted. A best practice for a valuation specialist would be to start and
perform the majority of the valuation work in advance of and in anticipation of the grant date,
with subsequent adjustments made at the grant date if significant events (for example, the
achievement of milestones) occurred shortly before the grant date that were not taken into account
in the earlier stages of the performance of the valuation work.
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89. As a practical matter, an enterprise may consider obtaining a series of contemporaneous
valuations (performed periodically, concurrently with stages of development or the achievement
of significant milestones, or concurrently with the dates of issuance of equity securities). Such a
series of valuations may help to demonstrate value creation over time. An important benefit of a
series of contemporaneous valuations versus a similar series of retrospective valuations is that the
contemporaneous series has greater reliability for users, and therefore provides better evidence for
auditors and is more defensible to third parties such as financial market regulators and taxing
authorities. This concept of defensibility is of particular significance for enterprises considering
an IPO at some point in the future. The task force recommends that an enterprise weigh the costs
of obtaining contemporaneous valuations against the risks inherent in retrospective valuations.
See also the hierarchy of valuation alternatives discussed in Chapter 3, “Hierarchy of Valuation
Alternatives.”
90. The task force recommends that the frequency and timing of contemporaneous valuations be
based on considerations of:
a. The imminence of a possible IPO (a higher frequency would be expected the more
imminent the IPO). Enterprise value generally displays increased volatility in the period
prior to an imminent IPO, as the pace of operational or financial activities that may
affect value typically increases during that period.
b. The frequency and timing of equity issuances (the task force recommends consideration
of performing contemporaneous valuations in conjunction with issuances).
c. The occurrence of significant events such as milestones (a contemporaneous valuation
would no longer provide a justifiable fair value for a common stock or option grant
occurring at a date subsequent to that valuation if one or more significant events had
occurred between the valuation date and the grant date).
d. Cost-benefit considerations as discussed in paragraphs 92 and 93.
See also paragraph 166 for a related discussion of the frequency of issuances of valuation reports.
91. As noted previously, a retrospective valuation and a contemporaneous valuation often will result
in different fair values because of the bias of hindsight. As a result of the difficulty in objectively
identifying and eliminating the effect of events that occur subsequent to the valuation date,
hindsight often fails to reflect the growth in value over the elapsed time interval as an enterprise
achieves significant milestones and its probability for success increases. Hindsight also often fails
to reflect the fact that the enterprise was one of many enterprises at an earlier stage, many of
which did not survive as they sought to achieve the various milestones necessary for success. The
fact that only a relatively small number of enterprises survived reflects the greater risk and,
therefore, lower fair value that existed at earlier stages of development. Not only does hindsight
likely influence the valuation specialist performing the valuation, it also affects the way third
parties reading the valuation report view the valuation.
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92. Many privately held enterprises forgo obtaining contemporaneous valuations during early stages
of development (for example, Stages 1 and 2). For example, early-stage, privately held enterprises
often have little current market value beyond the cash available to them. With limited access to
capital, these enterprises often choose to use their limited resources for creating value rather than
measuring it. At other times, such an enterprise may not consider a contemporaneous valuation to
be beneficial in relation to the cost because the enterprise does not consider material the effect on
the financial statements of recording compensation expense related to issuances of equity
securities. Moreover, because such an enterprise typically does not have debt and is not subject to
public reporting requirements, a contemporaneous valuation typically is not required to comply
with debt covenants or fulfill regulatory reporting requirements (although there may be income
tax compliance issues).
93. Although the arguments raised in the previous paragraph represent legitimate issues faced during
early stages of development, the task force recommends that an enterprise consider the following
before concluding that a contemporaneous valuation is not warranted:
• Determining the fair value of stock, options, warrants, or other potentially dilutive
securities issued to employees and others for goods or services is integral to the
appropriate recording of the transaction under GAAP. Therefore, an objective measure
of fair value, with sufficient credible evidential support, is required to properly record
any such transaction.
• Generally, it is not appropriate to argue that early-stage enterprises commonly have
little current market value and, therefore, the effect on the financial statements of not
obtaining a contemporaneous valuation is not likely to be material, because this
argument requires making a judgment about the materiality of amounts (for example,
fair value and compensation expense) that are unknown absent the performance of a
valuation.
• A contemporaneous valuation may have supplemental benefits in that the valuation
report may provide management with insight into current business-related issues. A
contemporaneous valuation may provide management with additional information
related to the state of the industry and economy, the marketplace and major competitors,
barriers to entry, and other significant risk factors. This information may be beneficial
in managing operations and negotiating and evaluating current and future financing and
capital alternatives.
• Because the future is uncertain and the exact date for which an earlier valuation is most
needed, such as the date of an IPO, typically cannot be determined with certainty, it may
be helpful to have established a history of values by means of a series of
contemporaneous valuations prior to any such IPO.
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94. The above discussion in favor of contemporaneous valuations over retrospective valuations may
lead one to question whether retrospective valuations serve any purpose. Retrospective
valuations, however, address the question of how an enterprise that, for whatever reason, did not
obtain a contemporaneous valuation would determine the fair value of common shares issued at
an earlier date.28
95. For a level B or C valuation, as noted in the discussion in paragraph 17, if an IPO occurs
subsequent to the as-of date of the valuation, the task force recommends that the valuation be
accompanied by a discussion of the significant factors, assumptions, and methodologies used in
determining fair value, and a list and discussion of the significant factors contributing to the
difference between the fair value so determined and the IPO price.
96. Procedures that a valuation specialist may wish to consider when performing a retrospective
valuation in order to minimize the inherent bias include:
a. Interview management of the enterprise to determine the rationale underlying the
assumptions at the grant date.
b. Examine cash or other transactions between the enterprise, its creditors, and its outside
investors (such as venture capitalists) in relevant past periods.
c. Identify significant events, such as milestones, occurring between the grant date and the
IPO filing date that influenced subsequent changes in value. (Similarly, identify
significant events, such as milestones, expected to occur between the grant date and the
IPO filing date that did not occur during that time, whose non-occurrence influenced
subsequent changes in value.)
d. Analyze the enterprise’s monthly financial information, including cash flow
information, to identify periods of improvement in financial condition. Discussions with
the engineering, technical, or marketing staff may provide insight and corroborate
findings from the financial analysis.
e. Consider events that have occurred within the enterprise and industry, consider stock
market activity during the period, and review the price history of comparable publicly
traded enterprises during relevant past periods.
f. Once the events in item (e) have been identified, management may wish to consider
retaining a valuation specialist to perform separate valuations as of the dates of those
events for purposes of benchmarking. (Refer to previous paragraph.)
g. Review contemporaneously prepared budgets and forecasts as of the grant date.
                                                
28 Management and the valuation specialist may, under certain circumstances, use a retrospective valuation as a
supplement to a contemporaneous valuation rather than as a valuation “in its own right.”
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Post-Valuation Events
97. An event that could affect the valuation may occur subsequent to the as-of date of the valuation
but prior to the issuance of a valuation report. Such an occurrence is referred to as a post-
valuation event. The task force has set out two different types of post-valuation events that it
recommends be analyzed, as follows:
a. The first type consists of events that were known or knowable to market participants at
the as-of date of the valuation. The valuation would take those events into account.
b. The second type consists of events that were not known or knowable to market
participants at the as-of date of the valuation, including events that arose subsequent to
the as-of date of the valuation. The valuation would not be updated to reflect those
events. However, the events may be of such nature and significance as to warrant
disclosure in a separate section of the report in order to keep users from being misled.
As a practical matter, the task force believes that the valuation specialist should consider all
information obtained that would become known or knowable to market participants relating to a
period relevant to the valuation—for example, the information that a venture capitalist would seek
prior to investing in an enterprise.
98. Although a valuation specialist has no responsibility to actively seek out and identify post-
valuation events, he or she should inquire of management as to whether management is aware of
any post-valuation events through the date of issuance of the valuation report that could provide
significant useful information to users of the report. The task force recommends that a valuation
specialist obtain a written representation from management regarding post-valuation events and
that a statement appear in the valuation report that an inquiry was made of management regarding
post-valuation events. (See paragraph 163(o).)
99. A post-valuation event is not the same as a subsequent event as defined in the auditing literature
in SAS No. 1, Codification of Auditing Standards and Procedures (AICPA, Professional
Standards, vol. 1, AU sec. 560, “Subsequent Events”). For a valuation that coincides with an
enterprise’s year end, for example, a fact may be discovered subsequent to year end and
subsequent to the issuance of the valuation report, but before the issuance of the financial
statements, that relates to a matter that existed at the date of the financial statements but was not
known as of that date. In those circumstances, such a fact should be reflected in the financial
statements at the time they are issued. However, the valuation report, which was prepared with an
as-of date of year end, may not have considered this fact in the valuation. Although the valuation
specialist did not incorporate the fact in the valuation in these circumstances, the enterprise has an
obligation to consider whether not reflecting that fact in the valuation causes that valuation report
effectively to be obsolete.
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Q&A 7.1: Post-Valuation Event (Customer Financial Condition)—Assessment as Known or
Knowable
Q: A valuation specialist, as of the valuation date of December 31, 20X1, is not aware that a major
customer of the enterprise being valued filed for bankruptcy protection in late December.
Consequently, the filing was not considered in the valuation assumptions. If the valuation
specialist becomes aware of the bankruptcy filing in late January 20X2, prior to issuance of the
valuation report, should he or she consider the possible effects of the filing on the valuation as of
December 31, 20X1?
A: Yes. Because the filing was a matter of public record, it was known or knowable by market
participants as of December 31, 20X1, and should be reflected in the report to the extent that it
would affect the valuation.
Q&A 7.2: Post-Valuation Event (Product Approval)—Assessment as Known or Knowable
Q: A valuation specialist is conducting a pharmaceutical company’s stock valuation on February 1,
20X3, for the valuation date of December 31, 20X2. As of December 31, 20X2, the FDA was in
the process of approving a new drug for the company; however, management of the company did
not know whether the drug would be approved. Management was hopeful that the drug would be
approved in the near future. Approval of the drug was obtained on January 25, 20X3. Would the
valuation specialist consider the drug approval event as part of the December 31, 20X2, stock
valuation?
A: No. The actual drug approval event would not be considered in the stock valuation as of
December 31, 20X2, because it was not known or knowable by market participants as of that date
whether the drug approval event was going to occur on January 25, 20X3. The valuation
specialist should consider the fact that the company has a drug with potential FDA approval when
trying to value the stock of the company on December 31, 20X2; however, the valuation
specialist should not base the company’s stock valuation on the fact that the FDA approval had
been subsequently obtained. That is, the fair value determination as of December 31, 20X2,
should be the same whether FDA approval was subsequently obtained or denied. The valuation
specialist may want to consider disclosure, in the valuation report, of the subsequent FDA action.
Q&A 7.3: Expected Financing—Effect on Valuation
Q: An enterprise, as of the valuation date of December 31, 20X1, is in negotiations for financing that
is expected to occur in February 20X2. Should the “impending” financing be reflected in the
valuation?
A: Financing events are uncertain until they actually occur and thus it is not known or knowable by
market participants as of December 31, 20X1, that the enterprise will definitely obtain the
financing. However, the valuation specialist should consider the likelihood of possible event
outcomes that existed as of the valuation date, including the likelihood of the financing event.
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Q&A 7.4: Shelf Life of a Valuation
Q: An enterprise has a contemporaneous valuation performed as of July 31, the date on which stock
options are granted to employees. Six weeks later, the enterprise fills its controller position
vacancy and grants the controller a number of stock options. Under what circumstances can the
valuation performed six weeks earlier be used for purposes of determining compensation expense
for the options granted to the controller?
A: The earlier valuation can be used if no significant events that would affect the enterprise’s value,
such as milestones, have occurred during the six weeks.
Q&A 7.5: Shelf Life of Value-Related Information
Q: A private enterprise issued common stock to an unrelated party for $20 per share on January 1,
20X2. On June 10, 20X2, the enterprise granted common stock to employees. The enterprise
operates in an industry in which both pricing and demand for products have a history of volatility.
For 20X2, the enterprise forecasts a 30 percent growth rate in sales. Would the equity transaction
on January 1, 20X2, be an appropriate indicator of the fair value of the enterprise’s stock on June
10, 20X2?
A: Generally, no. It is generally not considered reasonable to expect the value of a share of stock to
have the same value that it had six months earlier. This would particularly be the case for an
enterprise that experiences more volatility than a mature or zero-growth enterprise. However, the
January 1, 20X2, value combined with other objective and substantive evidence may assist the
enterprise in estimating a fair value at June 10, 20X2. See paragraphs 90 and 166 for further
discussion of frequency and timing of valuation report issuance.
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CHAPTER 8: RELATIONSHIP BETWEEN FAIR VALUE
DETERMINATION AND STAGES OF ENTERPRISE DEVELOPMENT
100. A fair value determination is made as of a specific date. The fair value of an enterprise is not
static; rather, it changes over time as all of the elements that enter into making a fair value
determination change over time. As discussed in Chapter 4, “Stages of Enterprise Development,”
one of the principal elements contributing to a change in an enterprise’s fair value over time is the
stage of development of the enterprise and, typically, value is created as an enterprise advances
through the various stages of its development. As discussed in paragraph 24 of this Practice Aid,
as an enterprise progresses through the stages it may achieve certain milestones, resulting in
correspondingly diminished uncertainty and perceived risk and thereby enhancing fair value. If,
however, progress slows, ceases, or reverses, and the enterprise fails to progress through the
“normal” stages of development, fair value would likely be diminished.
101. The achievement of a milestone does not necessarily in and of itself enhance fair value. As with
any other determinant of fair value, the valuation specialist should consider the milestone in
conjunction with other relevant factors in an overall determination of fair value at a point in time.
However, all else being equal, the progressive achievement of milestones such as those listed in
paragraph 29 tends to enhance fair value.
102. Each of the three valuation approaches may be more appropriate for some stages of enterprise
development than for other stages. Paragraphs 103 through 108 of this Practice Aid discuss which
approaches are typically considered more or less appropriate in each stage. As discussed in
paragraphs 14 and 45 of this Practice Aid, a valuation specialist should, whenever possible, apply
more than one approach so as to compare and assess the results. Under USPAP (as noted in
footnote 18 to paragraph 47 of this Practice Aid), a valuation specialist is required to consider all
three approaches (market, income, and asset-based), and if one or more is not used the valuation
specialist should explain such non-use.
103. Stage 1. Because the enterprise has no product revenue and little or no expense history, it is
typically unable to make reliable cash flow forecasts, and therefore the income approach would
generally not provide a reliable fair value determination. Because of the lack of comparative
information available for publicly traded or privately held start-up enterprises, and because any
investments in shares of stock are unlikely to be a reliable indicator of fair value at such an early
stage, the market approach would also generally not provide a reliable fair value determination. In
view of the fact that a relatively small amount of cash has been invested and the income and
market approaches are not likely to provide reliable results, the asset-based approach is typically
the only approach that can be applied in this stage. Although some perceive that the asset-based
approach sacrifices relevance for reliability, it is likely to be the approach that provides the
highest degree of objectivity among the three approaches during Stage 1.
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104. Stage 2. The income approach would generally not provide a reliable fair value determination for
the same reasons as discussed above for Stage 1. Valuation specialists who use the income
approach during Stage 2 as a secondary approach—that is, for purposes of comparison with the
results obtained from another approach—typically use the traditional discounted cash flow
method and a high discount rate. The market approach may be difficult to apply in this stage
because of the lack of publicly traded start-up enterprises from which to obtain comparative
information and the fact that market multiples could exhibit substantial dispersion from one
enterprise to the next, making it difficult to determine any kind of reliable “average” multiple.
However, investments made by venture capital firms during Stage 2 may provide a more reliable
indicator of fair value than the investments made by any investors in Stage 1, and therefore there
may be a reasonable basis for application of the market approach. The asset-based approach also
may be appropriate during Stage 2 for the same reason as discussed above for Stage 1. After
Stage 2 the relevance of the asset-based approach tends to diminish significantly and, therefore,
Stage 2 is generally the latest stage during which the asset-based approach would be applicable. It
is typically difficult to identify in later stages what it would cost to replicate an existing, ongoing
enterprise or to recreate any intellectual property created to date.
105. Stage 3. Although generally there is no product revenue during this stage, a valuation specialist
may be able to obtain financial forecast information that is more reliable than comparable
information obtained in earlier stages and may therefore have a reasonable basis for application of
the income approach. However, similar to Stage 2, valuation specialists who use the income
approach during Stage 3 typically use the traditional discounted cash flow method and a relatively
high discount rate. A market approach valuation should, to the extent possible, rely on
negotiations or transactions with unrelated parties, such as cash transactions with unrelated parties
for similar equity instruments. It is still typically the case that there is a lack of publicly traded
start-up enterprises from which to obtain comparable information. However, because it is typical
for multiple rounds of institutional financing to have occurred by this stage, there may be a
reasonable basis for application of the market approach based on the previous investments in the
enterprise (although there may be difficulties due to preferred and common stock differences; see
Chapter 10 for a discussion of such differences).
106. Stage 4. As in Stage 3, both the income and market approaches are typically appropriate for Stage
4. The reliability of a financial forecast would tend to be higher in Stage 4 than in Stage 3, as
there is more information on which to base the forecast, and therefore the discount rate for a
traditional discounted cash flow method under the income approach would tend to be lower in
Stage 4 than in Stage 3. If there are publicly traded start-up enterprises from which to obtain
comparable information, a valuation specialist may consider such enterprises under a market
approach and adjust the valuation using applicable discounts or premiums. Moreover, because for
a particular enterprise there will have been at least as many rounds of financing by Stage 4 as
there were by Stage 3, the valuation specialist may have a reasonable basis for application of the
market approach based on the amounts invested in the enterprise (again with the issue of
preferred versus common stock as discussed in Chapter 10).
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107. Stage 5. Income and market approaches would generally be appropriate as in Stage 4, and the
discount rate for a traditional discounted cash flow method under the income approach would
tend to be lower in Stage 5 than in Stage 4. Under a market approach, because the enterprise may
be closer to a liquidity event in Stage 5 than in Stage 4, any marketability discount used prior to
that event to adjust a valuation based on a comparison with a publicly traded start-up enterprise
would tend to be lower in Stage 5.
108. Stage 6. Both the income and market approaches would be appropriate for an enterprise in this
stage. Because the enterprise has an established financial history, the reliability of forecasted
results would tend to be higher than in an earlier stage, and therefore the discount rate for a
traditional discounted cash flow method under the income approach would tend to be lower than
in an earlier stage. For an income approach that uses the expected cash flow method, the existence
of an established financial history would enable the development of a more reliable set of
probabilities than would be the case if that method were applied in an earlier stage.
109. Paragraphs 103 through 108 above summarize, stage by stage, which valuation approach or
approaches would typically be appropriate or inappropriate for each stage. That information also
may be looked at in a different way. The table below summarizes, approach by approach, in
which stages or circumstances that approach would typically be used.
Valuation Approach
Stages or Circumstances For Which Approach Is
Typically Appropriate or Not Appropriate
Market The market approach typically increases in applicability and feasibility as an enterprise
progresses through the middle stages and enters later stages of its development (for
example, as an enterprise passes through Stages 3 through 6). It is unlikely that
comparable enterprises with readily determinable fair values will be identified during
earlier stages. Investments by friends, family, or angels in shares of the enterprise’s
stock, which typically occur during earlier stages, are unlikely to be reliable indicators of
fair value. All investments in shares of the enterprise’s stock should be examined to
determine any synergistic value that may be associated with those investments (which
would ordinarily be factored out of a fair value determination; see paragraph 59).
Income The income approach typically is applied to later-stage enterprises (for example, Stages 3
through 6) as opposed to early-stage enterprises because there is a greater likelihood at
later stages of there being a financial history on which to base a forecast of future results.
(continued)
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Valuation Approach
Stages or Circumstances For Which Approach Is
Typically Appropriate or Not Appropriate
Asset-Based Historically, the asset-based approach (using replacement cost) has been applied
primarily to enterprises in Stage 1 and some enterprises in Stage 2. The asset-based
approach would typically be applied under any of the following circumstances:
• There is a limited (or no) basis for using the income or market approaches. That
is, there are no comparable market transactions, and the enterprise has virtually
no financial history and consequently is unable to use past results to reasonably
support a forecast of future results.
• The enterprise has not yet developed a product, although a patent application
may be pending.
• A relatively small amount of cash has been invested.
The use of the asset-based approach is generally less appropriate once an enterprise has
generated significant intangibles and internal goodwill. The generation of these
intangibles often starts to gain momentum in the middle stages of the enterprise’s
development and continues to build through the later stages.
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CHAPTER 9: EFFECT OF THE IPO PROCESS ON VALUATION
110. The preceding chapters of this Practice Aid discuss the stages of development of a privately held
enterprise and the associated considerations for estimating the fair value of its equity securities.
As an enterprise prepares for a planned IPO, it typically must demonstrate successful execution of
its business plan and strategy by meeting certain milestones. In addition, as discussed more fully
in Appendix F, “The IPO Process,” an enterprise must prepare for the rigors of the public
marketplace and compliance with the legal and regulatory requirements of being a public
company. This chapter, as supplemented by Appendix F, discusses aspects of the IPO process
that affect enterprise value and, consequently, the fair value of the enterprise’s equity securities.
In addition, the discussion of the IPO process in Appendix F highlights the associated risks and
uncertainties that an enterprise faces during this lengthy, complex, and costly undertaking.
111. This chapter cites data from various research studies and other sources that were the most recent
data available to the task force. Readers are cautioned that such data may not reflect the current
business environment and are presented only for the purpose of explaining the concepts in this
chapter; more recent data may be available elsewhere. Readers are also cautioned not to use the
data in this chapter as a sole basis, in performing a valuation, for determining discounts or
discount factors. Rather, the facts and circumstances of the enterprise and its equity securities
should be considered in determining the appropriate data to use in the valuation.
112. In preparing for an IPO, an enterprise may attempt to project its ultimate IPO price. As discussed
further in Appendix F, an enterprise also may obtain an estimate of the IPO price when it selects
an investment banker to perform underwriting services. Ultimately, the managing underwriter has
primary responsibility for finalizing the IPO price in conjunction with management. That price is
not finalized until the date the registration statement becomes effective. Estimates of the IPO
price at earlier stages of the process are not binding and presume the successful completion of the
offering under future market conditions that are conducive to the offering. Additionally, initial
estimates of IPO prices by investment bankers often differ from the final IPO price because,
among other things, the estimates are made at a relatively early stage and the bankers may not yet
have performed all of their due diligence on the enterprise’s financial projections. Therefore, the
enterprise’s or an underwriter’s estimate of the ultimate IPO price is generally not likely to be a
reasonable estimate of the fair value for pre-IPO equity transactions of the enterprise.
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113. The ultimate IPO price itself also is generally not likely to be a reasonable estimate of the fair
value for pre-IPO equity transactions of the enterprise. The value of a private enterprise during the
period culminating in its successful IPO may increase significantly.29 Increases in enterprise value
result from a number of factors. As discussed in Chapter 5, “Factors to Be Considered in
Performing a Valuation,” increases in enterprise value may be attributed partly to (a) changes in
the amount and relative timing of future net cash flows (estimated and actual) as the enterprise
successfully executes its business plan and responds to risks and opportunities in the market, and
(b) a reduction in the risk associated with achieving projected results (or, from another
perspective, narrowing the range of possible future results and increasing the likelihood of
achieving desired results). In addition, as discussed in Chapter 6, “Approaches to Determining
Enterprise Fair Value,” the marketability provided by the IPO event itself increases enterprise
value, because, among other things, it allows the enterprise access to the public capital markets.30
Moreover, macroeconomic factors (for example, actual and projected rates of economic growth,
current interest rates, and expectations about future interest rates) also may affect the extent to
which an enterprise’s value changes during the period culminating in its successful IPO.
114. As discussed in Chapter 4, “Stages of Enterprise Development,” the stage of operational
development of an enterprise affects its value, which typically builds throughout the various
stages of development, but generally not in a linear fashion. The stage of development will
influence the perceived risk of investing in the enterprise, which in turn will influence the
valuation. The reduction in the amount of perceived risk can be observed in a declining cost of
capital as the enterprise progresses through the stages of development. A reduction in the cost of
capital increases enterprise value, just as a decline in interest rates increases the value of a bond
with fixed interest and principal payments.
                                                
29 Alternatively stated, in determining the value of privately issued securities relative to the ultimate IPO price, some
discount generally is expected. See, for example, Emory, John D., F.R. Dengel III, and John D. Emory Jr., “Expanded
Study of the Value of Marketability as Illustrated in Initial Public Offerings of Common Stock May 1997 through
December 2000,” Business Valuation Review, December 2001, pp. 4-20. See also the discussion of studies by
Willamette Management Associates in Pratt, Shannon P., Robert F. Reilly, and Robert P. Schweihs, Valuing a Business:
The Analysis and Appraisal of Closely Held Companies, Fourth Edition, New York: McGraw-Hill Company, 2000, pp.
408-411.
30 A number of studies have attempted to isolate the portion of the discount described in the preceding footnote that is
attributable solely to marketability. See, for example, Wruck, Karen H., “Equity Ownership Concentration and Firm
Value: Evidence From Private Equity Financings,” Journal of Financial Economics, 23 (1989): 3-28; Hertzel, Michael,
and Richard L. Smith, “Market Discounts and Shareholder Gains for Placing Equity Privately,” Journal of Finance,
XLVIII (June 1993): 459-485; Bajaj, Mukesh, David J. Denis, Stephen P. Ferris, and Atulya Sarin, “Firm Value and
Marketability Discounts,” Journal of Corporation Law, 27 (Fall, 2001): 89-115; and Longstaff, Frances A., “How
Much Can Marketability Affect Security Values?,” Journal of Finance, Vol. I, No. 5, December 1995: 1767-1774.
Chapter 9: Effect of the IPO Process on Valuation
47
115. Upon a successful IPO, enterprises typically experience a further reduction in their cost of
capital.31 That is, the IPO event eliminates or mitigates many of the factors that led to a
marketability discount or discount for lack of marketability, as discussed in Chapter 6. For
example, the IPO:
• Provides liquidity for the enterprise’s equity securities by providing a more efficient
public resale market—increased liquidity (that is, a larger pool of potential investors) is
provided for equity securities listed on a national exchange or association versus equity
securities not so listed
• Reduces limitations on the ability of the holder to transfer the equity securities—
purchases of registered securities in the IPO or in the aftermarket are not subject to the
resale restrictions imposed under the federal securities laws on purchases of
unregistered securities (see paragraph F1(a) in Appendix F)
• Reduces valuation uncertainty—securities traded in active markets have readily
determinable values, and SEC regulations require that public enterprises provide
investors with financial statements and other information on a regular basis
• Reduces concentration of ownership—the sale of additional equity securities to
investors in the public domain reduces the concentration of ownership and increases the
proportionate amount of ownership in the enterprise that is available for purchase
116. The difference in the cost of capital between privately held enterprises and publicly held
enterprises can be observed historically on a portfolio basis. Paragraph 117 discusses portfolio
returns of venture capital investors in privately held enterprises at various stages of development,
as contrasted with returns on investments in publicly held companies over similar periods. The
higher returns on venture capital investment portfolios are consistent with the expected higher
cost of capital for privately held enterprises, particularly enterprises in the earlier stages of
development. The reduction in the cost of capital upon an IPO also can be observed historically
on an enterprise basis. Paragraph 118 discusses the cost of capital for privately held enterprises at
various stages of development, and paragraph 119 discusses the cost of capital for enterprises
immediately following their IPO. The typically lower cost of capital for newly public enterprises
is associated with enhanced enterprise value.
                                                
31 The expected increase in enterprise value attributable to the decrease in the enterprise’s cost of capital and other
factors at the time of the IPO would likely be offset, to some degree, by increased costs that the enterprise would likely
incur as a result of the compliance and reporting obligations the enterprise assumes as a public company.
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117. Because private enterprises often seek financing from private equity investors, including venture
capital firms, the venture capital arena provides an observable market for the cost of capital for
privately held enterprises. The following table illustrates the average rates of return32 for various
types of venture capital funds, as published by Venture Economics, for the periods ended
December 31, 2002:
Type of Fund 5-Year Return 10-Year Return 20-Year Return
Seed/Early Stage33 51.4% 34.9% 20.4%
Balanced34 20.9% 20.9% 14.3%
Later Stage35 10.6% 21.6% 15.3%
All Ventures 28.3% 26.3% 16.6%
These average rates of return illustrate the returns to investors in venture capital funds. The actual
returns on the funds’ portfolios of investments in private enterprises are typically higher, because
the returns to venture capital fund limited partner investors, as illustrated above, are net of fees
and “carried interest,” defined by Venture Economics as the percentage of profits that venture
capital fund general partners receive out of the profits of the investments made by the fund. By
comparison, the average rates of return of investments in public equity securities for similar
periods ended December 31, 2002, are shown in the following table.36
Equity Market Index 5-Year Return 10-Year Return 20-Year Return
Dow Jones 30 Industrials 2.0% 10.8% 11.4%
Standard & Poor’s (S&P)
500
0.0%  9.1% 10.4%
Russell 200037 –1.5% 6.8% —
Wilshire 5000 0.9% 10.4% 13.3%
                                                
32 The average annual return is based upon the Venture Economics’ Private Equity Performance Index (PEPI). The PEPI
is calculated quarterly from the Venture Economics’ Private Equity Performance Database, which tracks the
performance of 1,400 U.S. venture capital and buyout funds formed since 1969.
33 Venture Economics uses the term seed stage to refer to enterprises that have not yet fully established commercial
operations and may involve continued research and development. Venture Economics uses the term early stage to refer
to enterprises involved in product development and initial marketing, manufacturing, and sales activities.
34 Venture Economics uses the term balanced to refer to enterprises at a variety of stages of development (seed stage,
early stage, later stage).
35 Venture Economics uses the term later stage to refer to enterprises that are producing, shipping, and increasing sales
volume.
36 Thomson Datastream, June 2003.
37 The Russell 2000 Index was developed more recently than the other indexes shown, and a 20-year return is not
available. The return for the 15 years ended December 31, 2002, was 9.5 percent.
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 As expected, the returns of venture funds exceed the performance of public equity investments, 
consistent with the higher risk and higher cost of capital associated with private enterprises. 
118. Although venture capital portfolio returns illustrate the higher cost of capital for privately held 
enterprises, those returns may understate the actual cost of capital for an individual privately held 
enterprise. The IPR&D task force identified two publications that provide guidance about the 
rates of return expected by venture capital investors at various stages of an entity’s development. 
A summary is set forth in the table below.38 
Rates of Return 
Stage of Development Plummer39 Scherlis and Sahlman40 
Start-up41 50%–70% 50%–70% 
First stage or “early development”42 40%–60% 40%–60% 
Second stage or “expansion”43 35%–50% 30%–50% 
Bridge/IPO44 25%–35% 20%–35% 
 The rate of return expected by venture capitalists for individual investments is related to the 
venture capitalists’ assessment of the related risk. In some cases, actual returns may significantly 
exceed the expected rate, whereas in others the initial investment may be entirely lost. However, 
in comparison with the venture capital portfolio returns discussed in paragraph 117, on average, 
actual venture capital investment returns (even after consideration of the effects of fees and 
carried interest [see paragraph 117]) appear to fall short of the expected rates of return implied 
based on the price paid. Further, actual venture capital investment returns tend to vary 
significantly over time, reflecting macroeconomic trends and the relative levels of activity in the 
                                                 
38 The stages in the table are based on the study that was performed and do not match the stages defined in Chapter 4 of 
this Practice Aid. See footnote 14 to paragraph 25 of this Practice Aid. 
39 Plummer, James L., QED Report on Venture Capital Financial Analysis, Palo Alto: QED Research, Inc., 1987. 
40 Scherlis, Daniel R. and William A. Sahlman, "A Method for Valuing High-Risk, Long Term, Investments: The 
Venture Capital Method," Harvard Business School Teaching Note 9-288-006, Boston: Harvard Business School 
Publishing, 1989. 
41 As described in the publications referenced in this table, start-up-stage investments typically are made in enterprises 
that are less than a year old. The venture funding is to be used substantially for product development, prototype testing, 
and test marketing. 
42 As described in the publications referenced in this table, early-development-stage investments are made in enterprises 
that have developed prototypes that appear viable and for which further technical risk is deemed minimal, although 
commercial risk may be significant. 
43 As described in the publications referenced in this table, enterprises in the expansion stage usually have shipped some 
product to consumers (including beta versions). 
44 As described in the publications referenced in this table, bridge/IPO-stage financing covers such activities as pilot 
plant construction, production design, and production testing, as well as bridge financing in anticipation of a later IPO. 
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IPO market. (Although the studies identified above in this paragraph were published in 1987 and
1989, the task force confirmed through discussions with representatives of the venture capital
industry that the rates of return expected for venture capital investments in recent years [relative
to the date of publication of this Practice Aid] remain consistent with the ranges identified in
those earlier studies.)
119. As indicated in Appendix F, one of the objectives and benefits of becoming a public enterprise is
the ability to access the public capital markets, with the associated benefits of a lower cost of both
equity and debt capital. Many newly public enterprises do not have long-term debt financing, and
ordinarily, any shares of a series of preferred stock are required by their terms to be converted to
common stock upon an IPO. Accordingly, the weighted average cost of capital (WACC) for
many newly public enterprises reflects the cost of equity in the public capital markets. The task
force determined WACCs for newly public companies (market capitalization less than $250
million) in a number of industry segments that have exhibited significant IPO activity. The results
of this analysis (which may change as market conditions change in the future) are shown in the
table below. The contents of the table are further discussed in Appendix G, “Derivation of
Weighted Average Cost of Capital.”
Weighted Average Cost of Capital in Newly Public Companies*
Cost of Equity Capital WACC
Number of
Companies Mean
Trimmed
Mean** Median Mean
Networking and
communication devices
25 19.7% 19.2% 19.4% 19.5%
Biotechnology 62 19.2% 19.1% 19.2% 19.0%
Internet software and
services
20 28.4% 27.8% 24.9% 28.0%
Medical equipment and
supplies
73 18.0% 17.7% 16.9% 17.3%
Casual dining
restaurants
37 15.2% 15.0% 14.9% 14.0%
Semiconductors 59 18.4% 18.2% 17.3% 16.8%
Internet content
providers
81 21.2% 19.4% 16.0% 20.8%
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*The return computations use a size-adjusted capital asset pricing model (CAPM), assuming a risk-free rate of 4
percent, a market risk premium of 5.2 percent, and size adjustment of 3.1 percent. Betas were retrieved from
Hoover’s Online by selecting all companies in the indicated industry segment with a market capitalization less than
or equal to $250 million. The CAPM and basic input data (long-term Treasury rate, market risk premium, size
adjustment) were taken from Ibbotson Associates: Stocks, Bonds, Bills, and Inflation 2003 Yearbook: Market
Results for 1926-2002, pp. 156-168.
**Excludes the smallest and largest 5 percent of observed returns from the computation.
120. A comparison of the cost of equity capital of enterprises before and after an IPO leads to the
conclusion that an IPO typically reduces the enterprise’s cost of capital and increases enterprise
value. For example, the cost of equity capital for a private enterprise prior to its IPO generally
ranges from 20 to 35 percent (see paragraph 117). By contrast, the cost of equity capital for a
newly public enterprise generally ranges from 15 to 25 percent (see paragraph 119). This general
decline in the cost of equity capital, all else being equal, increases the fair value of the enterprise
and is one factor in explaining why the IPO price for an enterprise often may be significantly
higher than the fair value per share of a minority interest in the enterprise’s equity securities in the
period preceding the IPO. In simple terms, as illustrated in Appendix D, “Table of Capitalization
Multiples,” a reduction in the discount rate (cost of capital) will increase the capitalization
multiple (valuation) of an assumed perpetual annuity (enterprise), often significantly.
121. In summary, this chapter explains factors that may contribute to differences between the value of
an enterprise’s equity securities in periods preceding the IPO and the ultimate IPO price. Among
those factors are (a) whether or not the enterprise achieved business milestones during the periods
preceding the IPO (which may change the amount, relative timing, and likelihood of expected
future net cash flows), and (b) macroeconomic factors (which may affect the enterprise’s near-
term and long-term expected future net cash flows as well as the cost of debt and equity capital in
both the public and private capital markets). In addition, the IPO itself generally reduces the
newly public enterprise’s cost of capital by providing it access to more liquid and efficient
sources of capital. The task force believes that all such factors should be considered, in the
context of the facts and circumstances of the enterprise, in valuing privately issued securities in
the periods preceding an IPO.
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CHAPTER 10: VALUATION OF PREFERRED VERSUS COMMON STOCK
Introduction and Background
122. The preceding chapters of this Practice Aid discuss the fair value of the equity securities of an
enterprise without consideration of the complexities of the enterprise’s capital structure. In reality,
many (if not most) start-up enterprises are financed by a combination of different equity
securities, each of which provides its holders with unique rights, privileges, and preferences
(hereinafter referred to collectively as rights). Often, start-up enterprises issue both preferred and
common shares, with the preferred comprising several series, resulting from successive rounds of
financing, each of which has rights that likely differ from those of other series. The valuation
specialist should determine how the enterprise value as a whole is distributed among the various
equity claimants to it.
123. This chapter provides guidance regarding the allocation to various stockholders of the fair value
of an enterprise having a capital structure involving multiple classes of stock. Typically,
enterprises with multiple classes of stock divide the classes into two broad categories—preferred
and common. Sometimes one of the principal objectives of issuing preferred stock—the granting
of different rights to different groups of stockholders—may be achieved instead by issuing
multiple classes of common stock. The issues discussed in this chapter for preferred versus
common stock apply also to a situation involving multiple classes of common stock issued by an
enterprise whereby some classes have senior rights similar to those of holders of preferred stock.
124. Capital structures involving multiple classes of securities are often found in start-up enterprises
funded by venture capital. Value creation in such enterprises is frequently a high-risk process.
Venture capitalists may fund such enterprises beginning at an early stage of enterprise existence
when the enterprises may have an unproven business model, little or no infrastructure, an
incomplete management team, and little or no short-term prospects of achieving a self-sustaining
business with revenue, profits, or positive cash flows from operations. In spite of such challenges,
such enterprises may draw significant capital from venture capitalists and other investors because
of the potential for high returns in the event an enterprise is successful in achieving its plans.
125. In view of the high risks associated with investing in such enterprises, however, investors
typically seek disproportionately higher returns and significant control or influence over the
enterprises’ activities. This is generally achieved by the enterprises’ issuances to investors of
preferred stock that conveys various rights to its holders. In line with this, such enterprises tend to
have complex capital structures with various classes of stock involving different rights. Typically,
investors in such an enterprise receive preferred stock for cash investments in the enterprise,
whereas initial issuances of common stock are primarily to founders for a nominal or no cash
consideration. In addition, employees are often granted options to purchase the enterprise’s
common stock.
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126. Allocation of the determined fair value of an enterprise to the different classes of stock requires an
understanding of preferred stockholder rights. Such rights are meaningful, substantive rights and
often are intensely negotiated and bargained for by the investors.45 When a venture capital
investment is made during an enterprise’s early stages, typically the investor views that the
enterprise’s value is largely based on how the enterprise is using its cash funding. As the cash is
used, the investor may perceive that the enterprise’s value will increase only if the enterprise is
spending the cash productively in achieving key milestones. The holders of the preferred
instruments often structure the associated rights to allow the holders to control the business and to
direct the use of cash.
Rights Associated With Preferred Stock
127. The rights received by preferred stockholders may be divided into two broad categories—
economic rights and control rights. Economic rights are designed to facilitate better economic
results for preferred stockholders as compared with common stockholders. Those rights relate to
the timing, preference, and amounts of returns the preferred stockholders receive as compared
with the holders of other classes of stock. Control rights provide preferred stockholders the ability
to influence or control the enterprise in a manner that is disproportionate to their ownership
percentages.
128. The following are some of the typical economic rights enjoyed by preferred stockholders:
a. Preferred dividends
b. Liquidation preferences
c. Mandatory redemption rights
d. Conversion rights
e. Antidilution rights
f. Registration rights
Each of the above rights is discussed in detail in Appendix H, “Rights Associated With Preferred
Stock.”
                                                       
45 The terms meaningful and substantive as applied to rights are used in this chapter to describe preferred stock rights
that are important to a venture capitalist, in the sense that those rights provide the venture capitalist a level of control
and influence that he or she requires in order to invest in the preferred stock.
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129. The following are some of the typical control rights enjoyed by preferred stockholders:
a. Voting rights
b. Protective provisions and veto rights
c. Board composition
d. Drag-along rights46
e. Participation rights
f. First refusal rights and co-sale rights
g. Management rights
h. Information rights
Control rights are demanded by preferred stockholders to allow them to control or significantly
influence the manner in which an enterprise governs itself and manages its operating and financial
affairs, irrespective of those stockholders’ proportional ownership interests. For example,
preferred stockholders may own 30 percent of the outstanding voting capital stock, but control
rights could allow them to control the enterprise’s operations as if they owned a majority of the
outstanding voting capital stock. Control rights generally lapse at the time of an IPO as the
preferred stock is converted into common stock. Each of the above rights is discussed in detail in
Appendix H.
130. The following tables summarize the nature of the rights typically held by preferred stockholders,
whether or not such rights are generally considered meaningful and substantive, and whether or
not enterprise value allocation methods typically consider such rights (see Appendix H for further
details).
                                                       
46 Drag-along rights should not be confused with tag-along rights, which have different meanings in various other
contexts (see Glossary definition of co-sale rights).
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Economic Rights
Is the right
always Is the value of Do allocation
Is the right meaningful the right methods
meaningful and readily and typically
and substantive objectively consider the
Nature of right substantive? Purpose of right before IPO? measurable? right?
Preferred dividends
(noncumulative)
No Preference to
receive dividends
if declared
N/A N/A N/A
Preferred dividends
(cumulative)
Yes Aims to provide a
minimum fixed
return in all
situations except
IPO
Entire life of
instrument
Yes Yes
Liquidation
preference
(nonparticipating)
Yes Ensures higher
return up until
breakeven point47
Up until
breakeven
point47
Yes Yes
Liquidation
preference
(participating)
Yes Ensures
disproportionately
higher return in all
situations except
IPO
Entire life of
instrument
Yes Yes
Mandatory
redemption
Yes48 Right to return of
capital; aims to
provide liquidity
Entire life of
instrument
No No
Conversion (fixed
or variable ratio)
Yes Produces better
economic results
in certain
circumstances
Entire life of
instrument
Yes Yes
Antidilution Yes Aims to protect
value of investment
Entire life of
instrument
No No
Registration No49 Aims to provide
liquidity
N/A N/A No
                                                       
47 Breakeven point refers to the value of the proceeds resulting from an assumed enterprise liquidation for which
conversion of preferred to common stock would result in proceeds for preferred shareholders equal to their liquidation
preference.
48 For example, the significance of considering mandatory redemption is indicated in paragraphs 9 and 10 of FASB
Statement No. 150, Accounting for Certain Financial Instruments with Characteristics of both Liabilities and Equity.
FASB Statement No. 150 requires mandatorily redeemable shares to be recorded as a liability by the issuer. The FASB
has begun work on Phase 2 of its Liabilities and Equity project. The Statement issued in that project will supersede
FASB Statement No. 150. The objectives of Phase 2 are to (a) improve accounting and reporting by issuers for financial
instruments that contain characteristics of equity and liabilities, assets, or both and (b) amend and improve on the
definitions of liabilities, equity, and perhaps assets in FASB Concepts Statement No. 6, Elements of Financial
Statements, such that decisions made in FASB Statement No. 150 and the Statement to be issued in Phase 2 are
consistent with those definitions. Certain provisions of FASB Statement No. 150 regarding mandatorily redeemable
shares have been deferred indefinitely. The FASB has committed to readdress those provisions in the Statement issued
in Phase 2 (either for classification, measurement, scope exception, or a combination of those purposes).
49 Typically, private enterprises go public when they are operationally ready and market conditions are conducive to a
successful IPO. It is not typical for a private enterprise to go public as a result of the preferred stockholders exercising
their rights to force the enterprise to file a registration statement for an IPO.
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Control Rights
Is the right
always Is the value of Do allocation
Is the right meaningful the right methods
meaningful and readily and typically
and substantive objectively consider the
Nature of right substantive? Purpose of right before IPO? measurable? right?
Voting Yes Ability to control or
influence
Entire life of
instrument
No No
Protective provisions
and veto rights
Yes Ability to control
disproportionate to
ownership
Entire life of
instrument
No No
Board composition Yes Ability to control
disproportionate to
ownership
Entire life of
instrument
No No
Drag-along Yes Ability to control
disproportionate to
ownership
Entire life of
instrument
No No
Participation Yes Ability to maintain
ownership
percentage
Entire life of
instrument
No No
First refusal and
co-sale
Yes Restricted ability to
sell common stock
Entire life of
instrument
No No
Management Yes Access to inside
information not
available to common
stockholders
Entire life of
instrument
No No
Information Yes Access to inside
information not
available to common
stockholders
Entire life of
instrument
No No
Methods of Valuing Preferred Stock Rights
131. As noted earlier, many early-stage enterprises historically have used general rule-of-thumb
discounts to derive the fair value of their common shares from the prices of recent rounds of
preferred stock. However (see footnote 4 to paragraph 4), those methods are not considered
acceptable in terms of providing a reasonable and supportable determination of fair value.
132. An alternative involves valuing preferred stock rights using existing valuation methodologies.
These valuation methodologies allocate value to shares of preferred and common stock based on
their relative economic and control rights.
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133. Valuation specialists differ in how they quantify the various preferred stock rights. Two broad
approaches are used:
a. Bottom-up approach, which uses the pricing of recent equity transactions to derive the
value of another class of equity
b. Top-down approach, which establishes the fair value of the enterprise and then
allocates this value among the various classes of equity
134. This chapter discusses three enterprise value allocation methods that the task force observed are
used in practice. Other methods also may exist or be developed in the future.
Overall Comments Applicable to All Three Enterprise Value Allocation Methods
135. No single enterprise value allocation method appears to be superior in all respects and all
circumstances over the others. Each method has merits and challenges, and there are tradeoffs in
selecting one method over the others. The level of complexity differs from one method to another.
136. Some enterprise value allocation methods may appear to be theoretically superior to others.
However, such apparently superior methods typically are more complex, and often it may be
difficult to corroborate estimates of certain critical inputs. In addition, there appears to be no
enterprise value allocation method available that takes into account all rights of preferred
stockholders. Rather, the effect of only certain of the various preferred stock rights is considered
under the available methods. The reasons for this appear to be related to the nature and
complexity of some of the rights. That most of these rights typically do not appear in conjunction
with securities issued by publicly traded enterprises contributes to the absence of market
comparables for valuation specialists to draw upon. The resulting challenges in determining fair
value do not, however, justify the use of rules of thumb.
137. Those preferred stockholder rights that are not taken into account under any of the commonly
used enterprise value allocation methods may be grouped into three categories:
a. Economic—Liquidity. Mandatory redemption rights and registration rights, whose
objective is to enhance preferred stock liquidity; and first refusal rights and co-sale
rights, whose objective is to reduce common stock liquidity
b. Economic—Valuation. Antidilution rights, protecting against future declines in value
c. Control (and Influence). Voting rights, protective provisions and veto rights, board
composition rights, drag-along rights, participation rights, first refusal rights and co-
sale rights, management rights, and information rights
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138. Although it may appear that there are no enterprise value allocation methods currently used in
practice that are able to value the rights listed in the above paragraph reliably and objectively, it is
possible that in the future valuation specialists may be able to develop methods to value these
rights with a reasonable degree of reliability and objectivity. The challenges in valuing these
rights do not lead to the conclusion that the rights are lacking in substance or are unimportant to
investors.
Considerations Affecting the Selection of an Enterprise Value Allocation Method
139. The various approaches to enterprise value allocation are discussed below in three categories: (a)
the probability-weighted expected return method; (b) the option-pricing method; and (c) the
current-value method. Each of these methods is illustrated by an example in Appendix I,
“Illustration of Enterprise Value Allocation Methods.” Other methods may be used, but these
three methods have been commonly used in practice. Sometimes more than one method is used,
and the results of one method may be used for purposes of corroborating the results of another.
140. The task force recommends that in selecting an enterprise value allocation method, the following
criteria be considered:
a. The method reflects the going-concern status of the enterprise. The method reflects
that the value of each class of securities results from the expectations of security
holders about future economic events and the amounts, timing, and uncertainty of
future cash flows to be received by security holders.
b. The method assigns some value to the common shares unless the enterprise is being
liquidated and no cash is being distributed to the common shareholders.
c. The results of the method can be either independently replicated or approximated by
other valuation specialists using the same underlying data and assumptions. The
method does not rely so heavily on proprietary practices and procedures that assurance
about its quality and reliability cannot be readily and independently obtained.
d. The benefits of the method exceed the costs. Consider, for example, a start-up
enterprise with few or no full-time employees and in the early stages of development.
A highly complex valuation performed at high cost may not be appropriate for such an
enterprise. The assumptions underlying that valuation could be highly speculative and
the variability in the valuation may be correspondingly high.
The Probability-Weighted Expected Return Method
141. Under a probability-weighted expected return method, the value of the common stock is
estimated based upon an analysis of future values for the enterprise assuming various future
outcomes. Share value is based upon the probability-weighted present value of expected future
investment returns, considering each of the possible future outcomes available to the enterprise, as
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well as the rights of each share class. Although the future outcomes considered in any given
valuation model will vary based upon the enterprise’s facts and circumstances, common future
outcomes modeled might include an IPO, merger or sale, dissolution, or continued operation as a
viable private enterprise.
142. This method involves a forward-looking analysis of the possible future outcomes available to the
enterprise, the estimation of ranges of future and present value under each outcome, and the
application of a probability factor to each outcome as of the valuation date. Following is a simple
overview of how this methodology is applied. The specific construct of the model and the
assumptions used will depend on the facts and circumstances surrounding the enterprise.
• Estimating future cash flows. The future pre-money value of the enterprise is
estimated at the date of each possible future outcome. A simple application might use a
single value and date for each outcome, while a more complex application might use a
range of values and dates for each outcome. The future values are then allocated to the
various shareholder classes based upon the rights afforded each class, assuming each
class of shareholder will seek to maximize its value. For example, at value levels
where preferred shareholders would maximize their return by converting to common
stock, conversion is assumed. Conversely, at value levels where return would be
maximized by exercising a liquidation preference, such exercise is assumed.
• Discounting cash flows to valuation date. The expected shareholder value under each
outcome is discounted back to the valuation date using appropriate discount rates.
• Assigning probabilities to outcomes. Probabilities are assigned to each of the possible
future outcomes. Similar to above under Estimating future cash flows, this may involve
assigning a single probability to each outcome, or multiple probabilities if multiple
dates and value ranges are considered for each outcome.
• Calculating share values. The probability-weighted value of each class of shares,
including the common stock, is then calculated. A good check is to compare the share
price of the latest round of preferred financing with the value implied for that share
class by the model, to assess whether the assumption set used is reasonable in light of
that actual financing transaction.
143. The primary virtue of this method is its conceptual merit, in that it explicitly considers the various
terms of the shareholder agreements, including various rights of each share class, at the date in the
future that those rights will either be executed or abandoned. The method is forward-looking and
incorporates future economic events and outcomes into the determination of value as of the
present. The method is not a simple static allocation among shareholders of a single estimate of
the enterprise’s value as of the present. Finally, if the model is constructed using rational
expectations and realistic assumptions, the ratio of preferred to common value that results from
this method is typically not overly sensitive to changes in the probability estimates, except when
one of the possible outcomes is assigned a very high probability.
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144. However, the method may be complex to implement and requires a number of assumptions about
potential future outcomes. Estimates of the probabilities of occurrence of different events, the
dates at which the events will occur, and the values of the enterprise under and at the date of each
event may be difficult to support objectively. The method may involve complex construction of
probability models and depend heavily on proprietary methodology. In short, its attributes make it
conceptually attractive, if not superior, but it may be expensive to implement and the values it
produces could be difficult to support using other means.
145. Another aspect of the method to consider is that it is “valuation specialist specific.” That is, there
is currently no “generic” or “textbook” version. Rather, a valuation specialist uses the method as a
framework for building a model to use in his or her valuation engagements.
The Option-Pricing Method
146. The option-pricing method treats common stock and preferred stock as call options on the
enterprise’s value, with exercise prices based on the liquidation preference of the preferred stock.
Under this method, the common stock has value only if the funds available for distribution to
shareholders exceed the value of the liquidation preference at the time of a liquidity event (for
example, merger or sale), assuming the enterprise has funds available to make a liquidation
preference meaningful and collectible by the shareholders. The common stock is modeled as a
call option that gives its owner the right but not the obligation to buy the underlying enterprise
value at a predetermined or exercise price. In the model, the exercise price is based on a
comparison with the enterprise value rather than, as in the case of a “regular” call option, a
comparison with a per-share stock price. Thus, common stock is considered to be a call option
with a claim on the enterprise at an exercise price equal to the remaining value immediately after
the preferred stock is liquidated. The option-pricing method has commonly used the Black-
Scholes model to price the call option.50
147. The option-pricing method considers the various terms of the stockholder agreements—including
the level of seniority among the securities, dividend policy, conversion ratios, and cash
allocations—upon liquidation of the enterprise. In addition, the method implicitly considers the
effect of the liquidation preference as of the future liquidation date, not as of the valuation date.
148. However, the method may be complex to implement and is sensitive to certain key assumptions,
such as the volatility assumption (one of the required inputs under the Black-Scholes model), that
are not readily subject to contemporaneous or subsequent validation. Additionally, the lack of
trading history for a privately held enterprise makes the subjectivity of the volatility assumption a
potential limitation on the effectiveness of the method to determine fair value.
                                                       
50 Option valuation methodologies are constantly evolving, and readers should be alert to which methodologies are
considered preferable to others under various sets of facts and circumstances. Examples of option valuation
methodologies that differ conceptually from the Black-Scholes model include “path dependent” or “lattice” models, an
example of which is a binomial model.
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149. The option-pricing method, as applied under the Black-Scholes model, is appropriate to use when
the range of possible future outcomes is so difficult to predict that forecasts would be highly
speculative. That is, use of the method under Black-Scholes is generally appropriate in situations
in which the enterprise has many choices and options available, and the enterprise’s value
depends on how well it follows an uncharted path through the various possible opportunities and
challenges. The major drawbacks to the option-pricing method are its cost, its complexity, and, in
many situations, the difficulty in formulating assumptions that are realistic.
The Current-Value Method
150. The current-value method of allocation is based on first determining enterprise value using one or
more of the three valuation approaches (market, income, or asset-based), then allocating that
value to the various series of preferred stock based on their liquidation preferences or conversion
values, whichever would be greater. The current-value method involves a two-step process,
which distinguishes it from the other two methods described above that combine valuation and
allocation into a single step. It is easy to understand and relatively easy to apply, thus making it a
method frequently encountered in practice. But the task force believes its use is appropriate only
in two limited circumstances; see paragraph 154.
151. The fundamental assumption of this method is that the manner in which each class of preferred
stockholders will exercise its rights and achieve its return is determined based on the enterprise
value as of the valuation date and not at some future date. Accordingly, depending upon the
enterprise value and the nature and amount of the various liquidation preferences, preferred
stockholders will participate in enterprise value allocation either as preferred stockholders or, if
conversion would provide them with better economic results, as common stockholders.
Convertible preferred stock that is “out of the money”51 as of the valuation date is assigned a
value that takes into consideration its liquidation preference. Convertible preferred stock that is
“in the money” is treated as if it had converted to common stock. Common shares are assigned a
value equal to their pro rata share of the residual amount (if any) that remains after consideration
of the liquidation preference of out-of-the-money preferred stock.
152. The principal advantage of this method is that it is easy to implement and does not require the use
of complex or proprietary tools. The method assumes that the value of the convertible preferred
stock is represented by the most favorable claim the preferred stockholders have on the enterprise
value as of the valuation date.
                                                       
51 Convertible preferred stock is “out of the money” if conversion to common stock would result in a lower value of the
holdings of preferred stockholders than exercising the liquidation preference. Conversely, convertible preferred stock is
“in the money” if conversion to common would result in a higher value of the holdings of preferred stockholders than
exercising the liquidation preference.
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153. However, this method often produces results that are highly sensitive to changes in the underlying
assumptions. Another limitation of the method is that it is not forward-looking. That is, absent an
imminent liquidity event, the method fails to consider the possibility that the value of the
enterprise will increase or decrease between the valuation date and the date at which common
stockholders will receive their return on investment, if any.
154. Because the current-value method focuses on the present and is not forward-looking, the task
force believes its usefulness is limited primarily to two types of circumstances. The first occurs
when a liquidity event in the form of an acquisition or dissolution of the enterprise is imminent,
and expectations about the future of the enterprise as a going concern are virtually irrelevant. The
second occurs when an enterprise is at such an early stage of its development that (a) no material
progress has been made on the enterprise’s business plan, (b) no significant common equity value
has been created in the business above the liquidation preference on the preferred shares, and (c)
there is no reasonable basis for estimating the amount and timing of any such common equity
value above the liquidation preference that might be created in the future.52 In situations in which
the enterprise has progressed beyond that stage, the task force believes there are other allocation
methods that are more appropriate.53
                                                       
52 See Chapter 4 for a discussion of the stages of enterprise development.
53 Under a “wash out” or “restart” recapitalization, typically there are complex liquidation preferences that may
significantly exceed the post-money value of the enterprise, as well as control provisions and other preferred
shareholder economic benefits (see paragraph 130) that significantly affect the value of the common stock. Despite the
fact that the current-value method may in some cases overstate the effect of such preferred shareholder rights by
producing a value indication of zero for the common stock, that method still may be considered. Following a wash-out
or restart recapitalization, application of either of the other two methods—the probability-weighted expected return
method or the option-pricing method—may not produce reliable allocations because the recapitalization typically
creates a discontinuity in the enterprise’s history that minimizes the usefulness of that history as a source of predictive
value for future events.
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CHAPTER 11: ELEMENTS AND ATTRIBUTES OF A VALUATION REPORT
155. The preceding chapters of this Practice Aid identify and analyze the various approaches to
valuation and components of value. The task force, in those chapters, recommends that privately
held enterprises retain the services of an unrelated valuation specialist. This chapter sets forth the
specific elements that, where applicable, should be included in a valuation report, whether it is
prepared by an unrelated or related-party valuation specialist. In addition to identifying the
elements, this chapter also discusses the attributes of a valuation report that the task force
considers best practices.
156. The valuation specialist’s report does not constitute an examination, compilation, or agreed-upon
procedures report as described in Chapter 3, “Financial Forecasts and Projections,” of Statement
on Standards for Attestation Engagements (SSAE) No. 10, Attestation Standards: Revision and
Recodification (AICPA, Professional Standards, vol. 1, AT sec. 301). Nonetheless, the valuation
specialist performs procedures necessary to satisfy himself or herself that forecasted financial
information (for example, expected cash flows) is objectively verifiable, reliable, relevant, and
useful to the valuation process. Best practices suggest (and some valuation standards require) that
the valuation specialist state in the valuation report that he or she does not provide assurance on
the achievability of the forecasted results because events and circumstances frequently do not
occur as expected; differences between actual and expected results may be material; and
achievement of the forecasted results is dependent on actions, plans, and assumptions of
management.
157. The task force recommends that all valuation reports be in writing. Auditors and regulators
normally require a written report because they routinely will seek to review such report and, in
some circumstances, may want to review supporting documentation as well. The task force
recommends also that there be a written engagement letter between management and the
valuation specialist, although such letter typically is not included in the valuation report. Because
the engagement letter formally documents the agreed-upon terms and scope of the valuation
engagement, it helps avoid misunderstandings and is, therefore, in the interest of both
management and the valuation specialist.54
                                                       
54 For further discussion of specific items that might be included in engagement letters, see Appendix 7, “Management
Considerations When Engaging a Valuation Specialist,” of “Auditing Fair Value Measurements and Disclosures:
Allocations of the Purchase Price Under FASB Statement of Financial Accounting Standards No. 141, Business
Combinations, and Tests of Impairment Under FASB Statements No. 142, Goodwill and Other Intangible Assets, and
No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets—A Toolkit for Auditors,” AICPA,
December 2002. See also Appendix J, “Illustrative Document Request to Be Sent to Enterprise to Be Valued,” of this
Practice Aid for a sample letter from the valuation specialist to the enterprise listing typical documents and information
that the valuation specialist would request the enterprise provide.
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158. Valuation specialists often include a transmittal or cover letter along with the valuation report.
This letter usually includes the signature of the valuation specialist. The letter summarizes the
engagement, including information contained in any engagement letter between management and
the valuation specialist, such as:
• Purpose and scope of the valuation
• As-of date of the valuation
• Name of enterprise (or title and terms of the security(ies)) being valued
• Limiting conditions under which the valuation is performed (see Appendix K,
“Illustrative List of Limiting Conditions of a Valuation Report”)
Additional wording may include a summary of findings or conclusions and a reference to the
attached valuation report.
159. A valuation report should be written so as to enhance the ability of management to:
a. Evaluate the valuation specialist’s knowledge of the enterprise and the industry.
b. Determine whether the valuation specialist considered all factors relevant to the
valuation.
c. Understand the assumptions, models, and data the valuation specialist used in
determining fair value; evaluate for reasonableness those assumptions and data; and
evaluate for appropriateness those models.
160. A valuation report should be comprehensive, well organized, and written clearly. This will help
provide the needed assurance to users of the report who intend to rely on the valuation for
purposes of support to the financial statements that the valuation specialist has a thorough
understanding of the enterprise, the industry in which it operates, and all of the other factors that
the valuation specialist should consider in performing the valuation (see Chapter 5). A well-
written report that is clear and concise is likely to save both time and money because it facilitates
a better understanding by readers of the valuation specialist’s assumptions and results.
161. There is no universally accepted standardized valuation report content or format. Therefore, the
valuation specialist is encouraged to be familiar with the various business valuation standards
promulgated by recognized valuation organizations and comply accordingly.55 Currently, a
frequently used report content “checklist” for valuation specialists is contained in USPAP.
USPAP covers a variety of valuation and appraisal disciplines, but for purposes of this Practice
Aid the relevant USPAP standards are Standards 9 and 10, which focus on business valuation.
Standard 10 lists the requirements that an oral or written valuation report should contain in order
to be considered in compliance with USPAP. The USPAP handbook contains a complete list of
those items needed for USPAP compliance. See Appendix L, “USPAP Standards 9 and 10,” for
USPAP Standards 9 and 10 as of 2003 (the latest available as of the date of publication of this
Practice Aid; USPAP is updated on an annual basis).
                                                       
55 The AICPA has a project underway to define business valuation standards for the CPA practitioner. Readers should
be alert to any final issuance.
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162. Regardless of which standards are followed, a valuation report should contain, at a minimum:
a. A description of the purpose and scope of the valuation, including a reference to any
applicable accounting literature
b. The as-of date of the valuation
c. The exact name of the enterprise (or title and terms of the security(ies)) being valued
d. The name of the individual or enterprise engaging the valuation specialist
e. The limiting conditions under which the valuation is performed (See Appendix K for
an illustrative list.)
f. A list of the major assumptions used in determining the valuation conclusion
g. The valuation conclusion, including a discussion of the valuation approaches used or
not used (Refer to paragraph 45 of this Practice Aid.)
h. The qualifications of the valuation specialist
i. A signed certification provided by the valuation specialist (For example, see, in
Appendix L of this Practice Aid, USPAP Standard 10, “Business Appraisal,
Reporting,” Standards Rule 10-3.)
In conjunction with item i, there is no single, uniform set of ethical standards applicable to
valuation specialists; each credentialing body determines the ethical standards applicable to its
own members. For example, USPAP requires that the valuation specialist disclose in the
valuation report the existence of any circumstances that might be deemed to present a conflict of
interest.
163. The following is a list of other information that the task force recommends, where applicable and
appropriate, also be included in a valuation report. Some but not all of the items in the list can also
be found in IRS Revenue Ruling 59-60, which sets forth items the IRS has determined should be
considered when preparing a valuation analysis for tax purposes.
a. A table of contents and list of exhibits and appendixes—typically provided for ease of
report use by the reader
b. An introduction or executive summary—typically provided to increase the user-
friendliness of the report, it often repeats a summary of conclusions as well as other
details mentioned in the transmittal or cover letter (See paragraph 158.)
c. A summary of current and future general economic conditions that have an effect on
the operating environment of the enterprise being valued—for example, growth, trade
and federal deficits, inflation, unemployment, interest rates, corporate profits, and
financial markets
d. An overview of, and outlook for, the specific industry in which the enterprise operates,
including a discussion of the size of the industry, a description of market niches within
the industry, and a discussion of historical and future trends
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e. An overview of the enterprise’s operations and its technologies, including information
on enterprise formation and organization, business segments, principal products and
services, customer base, competitors, key risks faced by the enterprise, sales and
marketing strategies, patents and intellectual property rights, management team, and
facilities
f. An assessment of the key value drivers of the enterprise (for example, access to capital,
liquidity)
g. A discussion of the enterprise’s historical and expected financial performance using
various analytical procedures, trend analyses, and operating ratios; and a discussion
and analysis of relevant nonfinancial measures—for example, order backlog for a
manufacturer, occupancy rates for a hotel, or percentage of hits resulting in purchases
for a Web site
h. A complete discussion of the valuation approaches and methods considered and the
approaches and methods determined to be appropriate or inappropriate in the valuation
of the enterprise, including a discussion of the factors considered (see paragraph 13) in
making that determination (This is a more detailed version of item g in paragraph 162.)
i. A complete discussion of the assumptions and calculations of the valuation, including
the final valuation determination based on those assumptions and calculations and a
discussion of the factors considered (see paragraph 45) in making the valuation
determination (This is a more detailed version of item f in paragraph 162.)
j. A statement as to whether the report was prepared by an unrelated or related-party (for
example, management or the board) valuation specialist, and, if the report was
prepared by a related party, the nature of the relationship and the risks of related-party
preparation
k. A statement by the valuation specialist that he or she did not prepare independently of
management the forecast assumptions used in the valuation, and that he or she has
reviewed them for reasonableness and believes that the forecast assumptions are
reasonable (With respect to such review, some valuation specialists may include
instead a statement that they have reviewed the assumptions for reasonableness and
have no reason to believe they are unreasonable.)
l. A statement that the valuation specialist does not provide assurance on the
achievability of the forecasted results because events and circumstances frequently do
not occur as expected; differences between actual and expected results may be
material; and achievement of the forecasted results is dependent on actions, plans, and
assumptions of management
m. A statement that the valuation specialist understands that management will place
primary reliance on the valuation report for purposes of making the representation of
such reliance in conjunction with management’s issuance of financial statements
incorporating the valuation
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n. A statement clarifying that the as-of date (paragraph 162(b)) is not intended to be
extended to earlier or later dates for purposes of determining fair value on those other
dates, and that to the extent events have occurred and circumstances changed since the
as-of date, the valuation may not be accurate as of later dates
o. A statement that the valuation specialist inquired of management regarding post-
valuation events (See paragraphs 97 through 99.)
p. Relevant information on any expert(s) (for example, an engineer) that the valuation
specialist used to assist in the valuation
164. This Practice Aid includes an example of a valuation report in Appendix M, “Illustrative
Valuation Report,” that illustrates many of the concepts in this Practice Aid. The task force
cautions readers not to view or use the illustrative report as a template for valuation reports on the
securities of private enterprises. The task force recommends that each valuation be performed
based on the particular facts and circumstances of an enterprise and the nature and terms of its
privately issued securities, and that the report content specifications in the previous two
paragraphs describe robustly what should be included and considered for inclusion in a valuation
report. Valuation reports may be lengthy, and space considerations prevented the inclusion of
multiple valuation reports in this Practice Aid that would be representative of even a small
percentage of the total number of possible sets of facts and circumstances. Space considerations
also necessitated truncating or omitting certain sections from the illustrative valuation report—for
example, the exhibits that would normally be included in a valuation report were excluded.
165. As discussed in Chapter 3 of this Practice Aid, the task force recommends that privately held
enterprises use unrelated valuation specialists. If a related-party valuation is performed, the
preparer should have the necessary expertise and qualifications (see Appendix B) to perform a
valuation comparable to that of an unrelated valuation specialist. Furthermore, any valuation
performed by a related-party valuation specialist should be performed in accordance with the
same guidelines that an unrelated valuation specialist would use, and a related-party valuation
specialist’s report should have the same attributes as a report prepared by an unrelated valuation
specialist. Refer to footnote 12 to paragraph 16.
166. Normally, an initial valuation report prepared for an enterprise is a comprehensive report
containing all of the elements noted in paragraph 162. Often, however, a number of reports are
issued at appropriate intervals, particularly when an enterprise is actively issuing stock or stock
options. Under those circumstances, it is acceptable to issue at those intervals a summary report.
Summary reports may be issued as updates of the most recently issued full comprehensive report,
and those updates generally are acceptable if issued within a year of that full comprehensive
report and (a) no significant event, such as a milestone event, has occurred, (b) no significant
event expected to have occurred has been delayed or otherwise not yet occurred, and (c) no major
rounds of financing have occurred. Although comprehensive reports have the advantage that they
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document in detail consideration of all of the relevant issues as of the report date, it may be cost
beneficial for summary reports to be prepared instead under these circumstances. Summary
reports prepared and issued as appropriate for an enterprise’s circumstances—but no less
frequently than, for example, every three to six months—would be adequate to capture the
changes in an enterprise’s business outlook unless a significant or material change has taken
place. If an IPO is on the horizon—for example, within 12 months of occurrence—then more
frequent issuance of reports is considered preferable to less frequent issuance.
167. The task force recommends that point estimates of value, rather than ranges of value, be used
whenever possible.56 In certain circumstances, a valuation specialist may provide management
with a narrow range of valuations within which the valuation specialist considers that no estimate
of value is a better estimate than any other value in the range. In those circumstances, there would
be a rebuttable presumption that management would use the midpoint of the range as its point
estimate of value. The task force believes that the midpoint provides the most unbiased estimate
of value in such circumstances.
168. Some valuation specialists perform a sensitivity analysis to determine the effect on the valuation
of varying specific factors and assumptions. A sensitivity analysis may provide information
useful in assessing the most sensitive variables used in the preparation of the valuation report.
Sensitivity analysis is not a technique to calculate a range of values, but rather a technique to
determine the hypothetical effect of changes in the underlying factors and assumptions on the
estimate of value.
169. However, there may be some practical difficulties in performing multivariate analyses.
Attempting to isolate the effects of single changes in each of several factors or assumptions or to
determine the effects of combinations of changes in those factors or assumptions may be a
complex, time-consuming undertaking. Because the valuation process should allow for the
identification of critical variables, it is generally sufficient for the valuation specialist to note those
variables in the report.
                                                       
56 Financial statements often contain amounts based on estimates, and GAAP generally does not require enterprises to
present ranges of financial statement amounts that reflect the corresponding ranges of estimates. Few accounting
standards contain guidance on disclosing the effects of changes in assumptions (for example, paragraphs B27 through
B31 of FASB Statement No. 132, Employers’ Disclosures about Pensions and Other Postretirement Benefits).
Similarly, the valuation specialist ordinarily does not include such disclosure in a valuation report. The task force
recommends, however, that management consider the requirements of SEC Release No. FR-60, “Cautionary Advice
Regarding Disclosure About Critical Accounting Policies,” and Section V, “Critical Accounting Estimates,” in SEC
Release No. FR-72, “Commission Guidance Regarding Management’s Discussion and Analysis of Financial Condition
and Results of Operations.” (At the time of issuance of this Practice Aid, the SEC had a proposed rule outstanding
entitled “Proposed Discussion Requirement in Management’s Discussion and Analysis About the Application of
Critical Accounting Estimates.” If and when this rule is issued in final form, it may affect some of the recommendations
of this Practice Aid. As noted in paragraphs 162(f) and 163(i) of this Practice Aid, the valuation report should disclose
all major assumptions used in determining the valuation conclusion.)
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170. As noted in paragraphs 14, 45, and 102 of this Practice Aid, a valuation specialist should assess,
rather than calculate a simple average of, the results of different valuation approaches. Although it
is less prevalent today, some practices in the past have included averaging of various valuation
approaches without weighting them. Court cases, as well as IRS rulings, have limited this practice
as valuation procedures have become more sophisticated and the qualifications of valuations
specialists have increased. Recently, the courts expect to receive a well-reasoned valuation report;
simple averages of different results are generally not acceptable.57 To the extent a valuation
specialist determines a valuation using a weighted average, it is reasonable to expect the valuation
specialist to support that determination with a robust explanation.
171. As noted in paragraph 162(h), a valuation report should include an enumeration of the valuation
specialist’s professional qualifications, including experience, education, and credentials or
professional designations. Although this Practice Aid does not endorse any one designation, it
does recognize that there are professional designations that are well known and recognized in the
valuation community. Specific professional designations related to enterprise valuation are
recommended. In their absence, the valuation specialist should include a discussion or list of the
reasons why he or she is qualified to perform the valuation. See Appendix B for related
considerations of management in the selection of a valuation specialist.
                                                       
57 This conclusion has been supported in concept by IRS Revenue Ruling 59-60, which states, in part: “Because
valuations cannot be made on the basis of a prescribed formula, there is no means whereby the various applicable
factors in a particular case can be assigned mathematical weights in deriving the fair market value. For this reason, no
useful purpose is served by taking an average of several factors (for example, book value, capitalized earnings, and
capitalized dividends) and basing the valuation on the result. Such a process excludes active consideration of other
pertinent factors, and the end result cannot be supported by a realistic application of the significant facts in the case
except by mere chance.”
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CHAPTER 12: ACCOUNTING AND DISCLOSURES
Accounting
172. Accounting Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to Employees,
issued in 1972, and FASB Statement No. 123, Accounting for Stock-Based Compensation, issued
in 1995, provide the basic principles of accounting for stock-based compensation. In addition, in
2000 the FASB issued FASB Interpretation No. 44, Accounting for Certain Transactions
involving Stock Compensation, to address a number of significant APB Opinion No. 25 practice
issues. See Appendix N, “Relevant Financial Reporting Literature,” for a comprehensive list of
authoritative literature on accounting for stock-based compensation.58
173. APB Opinion No. 25 is based on an intrinsic value method of accounting for stock-based
compensation. Under this method, compensation cost is measured as the excess, if any, of the
quoted market price of the stock at the measurement date over the amount to be paid by the
employee. FASB Statement No. 123 is based on a fair value method of accounting. Under this
method, compensation cost is measured at the fair value of the award on the applicable
measurement date.
174. FASB Statement No. 123 states that the fair value method of accounting for stock-based
compensation is preferable to the intrinsic value method. The Statement allows enterprises to
continue to measure compensation cost for awards to employees in the basic financial statements
using the intrinsic value method prescribed by APB Opinion No. 25; however, enterprises that
elect to retain the intrinsic value method are required to make pro forma disclosures of net income
and (for public enterprises) earnings per share as if they had applied the fair value method.
175. Whether or not FASB Statement No. 123 is applied to employee awards, that Statement, as
interpreted by Emerging Issues Task Force (EITF) Issue No. 96-18, “Accounting for Equity
Instruments That Are Issued to Other Than Employees for Acquiring, or in Conjunction with
Selling, Goods or Services,” should be applied to transactions that involve the issuance of equity
instruments to acquire goods or services from nonemployees. That is, the intrinsic value method
set forth in APB Opinion No. 25 does not apply to nonemployee awards.
176. Paragraph 8 of FASB Statement No. 123 states “all transactions in which goods or services are
the consideration received for the issuance of equity instruments shall be accounted for based on
the fair value of the consideration received or the fair value of the equity instruments issued,
whichever is more reliably measurable. The fair value of goods or services received from suppliers
                                                       
58 In March 2003, the FASB added a project to its agenda to address issues related to equity-based compensation. The
objective of this project is to cooperate with the International Accounting Standards Board to achieve convergence to
one single, high-quality global accounting standard on equity-based compensation. Readers should be alert to any final
pronouncement.
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other than employees frequently is reliably measurable and therefore indicates the fair value of
the equity instruments issued. The fair value of the equity instruments issued shall be used to
measure the transaction if that value is more reliably measurable than the fair value of the
consideration received.” As noted in footnote 7 to paragraph 9 of this Practice Aid, this Practice
Aid is intended to address situations other than those in which equity instruments are issued to
nonemployee suppliers and the fair value of the goods or services received is reliably measurable.
Existing Financial Statement Disclosure Requirements
177. FASB Statement No. 123 superseded the disclosure requirements of APB Opinion No. 25 and
sets forth disclosure requirements regarding stock-based compensation regardless of which
recognition provisions (FASB Statement No. 123 or APB Opinion No. 25) have been elected.
FASB Statement No. 148, Accounting for Stock-Based Compensation—Transition and
Disclosure, amended FASB Statement No. 123 to require additional disclosures.
178. SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties, requires disclosures about
risks and uncertainties that could significantly affect the amounts reported in the financial
statements. Because the valuation of privately issued equity securities requires the use of
estimates and judgments, the enterprise should consider SOP 94-6 to determine if that SOP
requires disclosures in addition to those required under APB Opinion No. 25 and FASB
Statement No. 123, as amended.
Additional Recommended Disclosures in an IPO
179. The task force recommends that financial statements included in a registration statement for an
IPO disclose, at a minimum, the following information for equity instruments granted during the
12 months59 prior to the date of the most recent balance sheet (year-end or interim) included in
the registration statement:
a. For each grant date, the number of options or shares granted, the exercise price, the fair
value of the common stock, and the intrinsic value, if any, per option (the number of
options may be aggregated by month or quarter and the information presented as
weighted average per-share amounts)
                                                       
59 An enterprise has a responsibility for appropriately determining the fair value of shares of stock awards or stock
underlying stock options for any periods for which financial statements are presented in accordance with generally
accepted accounting principles. This responsibility becomes particularly important when an enterprise is within a
relatively short time of undertaking an IPO. Enterprises often focus most on stock options issued within 12 months of an
IPO; however, enterprises should be cognizant of this responsibility for all periods.
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b. Whether the valuation used to determine the fair value of the equity instruments was
contemporaneous or retrospective
c. If the valuation specialist was a related party, a statement indicating that fact60
180. The task force recommends also that an enterprise disclose in its MD&A the intrinsic value61 of
outstanding vested and unvested options based on the estimated IPO price and the options
outstanding as of the most recent balance-sheet date (year-end or interim) presented in the
registration statement.
181. The task force believes that if an enterprise obtains a contemporaneous valuation performed by an
unrelated valuation specialist, following the Practice Aid’s level A, B, and C hierarchy (see
paragraph 16), the enterprise has reasonably made a best effort to obtain an objective and timely
consideration of the significant factors and assumptions related to such valuation.
182. If an enterprise does not obtain a contemporaneous valuation performed by an unrelated valuation
specialist, the task force believes that management should provide enhanced disclosures to
investors because reliance has been placed on less reliable valuation alternatives. In those
circumstances, the task force recommends that the MD&A in a registration statement for an IPO
include the following information relating to issuances of equity instruments:
a. A discussion of the significant factors, assumptions, and methodologies used in
determining fair value
b. A discussion of each significant factor contributing to the difference between the fair
value as of the date of each grant and (1) the estimated IPO price, or (2) if a
contemporaneous valuation by an unrelated valuation specialist was obtained subsequent
to the grants but prior to the IPO, the fair value as determined by that valuation
c. The valuation alternative selected and the reason management chose not to obtain a
contemporaneous valuation by an unrelated valuation specialist
                                                       
60 Disclosure in a registration statement or prospectus filed with the SEC that a valuation was performed by a third party
would result in a requirement to provide the written consent of the third party under Securities Act Rule 436 (17 CFR
230.436). However, this Practice Aid recommends disclosure only if the valuation specialist was a related party. Silence
with respect to whether or not the valuation specialist was a related party implies that the valuation specialist was not a
related party.
61 If an enterprise has instead been using the fair-value-based method of FASB Statement No. 123, Accounting for
Stock-Based Compensation, disclosures appropriate to fair value are more applicable than disclosures appropriate to
intrinsic value.
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183. The following examples illustrate disclosures in a registration statement62 when (a) a
contemporaneous valuation performed by an unrelated valuation specialist is obtained (Disclosure
Example 1) and (b) a retrospective valuation performed by management is obtained (Disclosure
Example 2).
Disclosure Example 1
Background. An entity filed an initial registration statement on July 24, 20X2, with an
estimated pricing range by the investment banker of $12 to $14 per share at the time of
the IPO. The fair values of the securities below were determined based on
contemporaneous valuations performed by an unrelated valuation specialist. The entity has
a December 31 year end.
Illustrative Financial Statement Note Disclosure. During the 12-month period ended June
30, 20X2, the Company granted stock options with exercise prices as follows:
Weighted-
Weighted- Average
Number Weighted- Average Intrinsic
of Options Average Fair Value Value
Grants Made During Granted Exercise per per
Quarter Ended (000s) Price Share Share
September 30, 20X1  28 $ 6 $ 6 $ —
December 31, 20X1 125   8   8   —
March 31, 20X2 140   9   9   —
June 30, 20X2  35  11  11   —
The intrinsic value per share is being recognized as compensation expense over the
applicable vesting period (which equals the service period).
The fair value of the common stock was determined contemporaneously with the grants.
Illustrative MD&A Disclosure. Based on an expected IPO price of $13, the intrinsic value of
the options outstanding at June 30, 20X2, was $X million, of which $Y million related to
vested options and $Z million related to unvested options.
Determining the fair value of our stock requires making complex and subjective
judgments. Our approach to valuation is based on a discounted future cash flow approach
that uses our estimates of revenue, driven by assumed market growth rates, and estimated
costs as well as appropriate discount rates. These estimates are consistent with the plans
and estimates that we use to manage the business. There is inherent uncertainty in making
these estimates.
                                                       
62 Additional disclosures may be required. For example, management should consider Section V, “Critical Accounting
Estimates,” in SEC Release No. FR-72, “Commission Guidance Regarding Management’s Discussion and Analysis of
Financial Condition and Results of Operations.”
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Although it is reasonable to expect that the completion of the IPO will add value to the
shares because they will have increased liquidity and marketability, the amount of
additional value can be measured with neither precision nor certainty.
Disclosure Example 2
Background. An entity filed an initial registration statement on July 24, 20X2, with an
estimated pricing range by the investment banker of $12 to $14 per share at the time of
the IPO. The fair values of the securities below were determined based on a retrospective
valuation performed by management with requisite valuation expertise. The entity has a
December 31 year end.
Illustrative Financial Statement Note Disclosure. During the 12-month period ended June
30, 20X2, the Company granted stock options with exercise prices as follows:
Weighted-
Weighted- Average
Number Weighted- Average Intrinsic
of Options Average Fair Value Value
Grants Made During Granted Exercise per per
Quarter Ended (000s) Price Share Share
September 30, 20X1 108 $ 1 $ 3 $ 2
December 31, 20X1 225   1   5   4
March 31, 20X2  95   2   9   7
June 30, 20X2  95   4  11   7
The intrinsic value per share is being recognized as compensation expense over the
applicable vesting period (which equals the service period).
Illustrative MD&A Disclosure. The fair value of the common stock for options granted
during July 1, 20X1 through June 30, 20X2 was originally estimated by the board of
directors, with input from management. We did not obtain contemporaneous valuations by
an unrelated valuation specialist because, at the time of the issuances of stock options
during this period, our efforts were focused on product development and the financial and
managerial resources for doing so were limited. In April 20X2 we engaged, for the first
time, independent auditors. Subsequently, we reassessed the valuations of common stock
relating to grants of options during the 12 months ended June 30, 20X2.
Significant Factors, Assumptions, and Methodologies Used in Determining Fair Value.
Determining the fair value of our stock requires making complex and subjective
judgments. We used the income approach to estimate the value of the enterprise at each
date on which options were granted. The income approach involves applying appropriate
discount rates to estimated cash flows that are based on forecasts of revenue and costs.
Our revenue forecasts are based on expected annual growth rates ranging from a percent
to b percent. We used estimates of market growth published by an independent market
research organization. We assume that our market share for our products will increase to
c percent within five years of their introduction. We also expect our costs to grow faster
than revenue during the first two years after the introduction of the products and to grow
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slower than revenue during the following three years. There is inherent uncertainty in these
estimates. The assumptions underlying the estimates are consistent with our business
plan. The risks associated with achieving our forecasts were assessed in selecting the
appropriate discount rates, which ranged from d percent to e percent. If different discount
rates had been used, the valuations would have been different.
The enterprise value was then allocated to preferred and common shares using the option-
pricing method. The option-pricing method involves making estimates of the anticipated
timing of a potential liquidity event such as a sale of our company or an initial public
offering, and estimates of the volatility of our equity securities. The anticipated timing is
based on the plans of our board and management. Estimating the volatility of the share
price of a privately held company is complex because there is no readily available market
for the shares. We estimated the volatility of its stock based on available information on
volatility of stocks of publicly traded companies in the industry. Had we used different
estimates of volatility, the allocations between preferred and common shares would have
been different.
Significant Factors Contributing to the Difference between Fair Value as of the Date of Each
Grant and Estimated IPO Price. As disclosed more fully in Note X to the Consolidated
Financial Statements, we granted stock options with exercise prices of $1 to $4 during the
12 months ended June 30, 20X2. Also as disclosed, we determined that the fair value of
our common stock increased from $3 to $11 per share during that period. The reasons for
the difference between the range of $1 to $4 per share and an estimated IPO price of $13
per share are as follows:
During the quarter ended September 30, 20X1, due to a design flaw, we
failed to release our anticipated new product, Alpha, that was scheduled to
be released in August. As a result, revenue declined f percent from the prior
quarter, and we continued to incur a quarterly net loss. As a result of the
failure to release Alpha, we considered terminating the Alpha operations and
reducing our workforce.
During the quarter ended December 31, 20X1, our engineers corrected the
aforementioned Alpha design flaw, and we released Alpha and exceeded the
projected first quarter sales of Alpha by approximately g percent. Largely as
a result of Alpha, overall revenue exceeded forecasts, and in that quarter we
recorded net income for the first time in our history. We hired 20 additional
sales team members, bringing total employee count to 220. We also opened
a sales office in London.
During the quarter ended March 31, 20X2, revenue and net income
exceeded forecasts by h percent and i percent, respectively. We also entered
into a new alliance with ABC Company, pursuant to which ABC will embed
the Alpha product in certain of its products. Published reports indicate that
ABC’s products reach over 100 million users annually. During this quarter,
the number of our employees increased from 220 to 250.
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During the quarter ended June 30, 20X2, revenue and net income exceeded
forecasts by j percent and k percent, respectively. At the beginning of the
quarter, we hired a chief financial officer with significant experience in
technology public offerings and financial management of public companies.
During this quarter, the number of our employees increased from 250 to
310. We also opened a sales office in Munich. In addition, we engaged
investment bankers to initiate the process of an IPO and began drafting a
registration statement.
Based on an estimated IPO price of $13, the intrinsic value of the options outstanding at
June 30, 20X2, was $X million, of which $Y million related to vested options and $Z
million related to unvested options.
Although it is reasonable to expect that the completion of the IPO will add value to the
shares because they will have increased liquidity and marketability, the amount of
additional value can be measured with neither precision nor certainty.
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APPENDIX A: CONCEPT OF FAIR VALUE
A1. As discussed in Chapter 2, “Concept of Fair Value,” generally accepted accounting principles
(GAAP) defines fair value and that definition is used in this Practice Aid. This appendix relates
that definition to other definitions of value that differ in one or more respects from the GAAP
definition of fair value.
A2. Fair value is defined in several authoritative accounting pronouncements, including Financial
Accounting Standards Board (FASB) Statement of Financial Accounting Concepts No. 7, Using
Cash Flow Information and Present Value in Accounting Measurements, and FASB Statement of
Financial Accounting Standards No. 123, Accounting for Stock-Based Compensation. Although
the definitions are phrased to fit the circumstances to which the pronouncements refer, fair value
is generally defined as the amount that could be reasonably expected to be received in a current
transaction between willing parties, other than in a forced or liquidation sale.
A3. The definition of fair value in the accounting literature may be related to the definition of fair
market value1 as defined by the International Glossary of Business Valuation Terms and Internal
Revenue Service (IRS) Revenue Ruling 59-60. The International Glossary of Business Valuation
Terms defines fair market value as:
. . . the price, expressed in terms of cash equivalents, at which property would change
hands between a hypothetical willing and able buyer and a hypothetical willing and able
seller, acting at arms length in an open and unrestricted market, when neither is under
compulsion to buy or sell and when both have reasonable knowledge of the relevant
facts.
IRS Revenue Ruling 59-60 defines fair market value as:
. . . the price at which the property would change hands between a willing buyer and a
willing seller when the former is not under any compulsion to buy and the latter is not
under any compulsion to sell, both parties having reasonable knowledge of relevant
facts.
A valuation performed for the purpose of valuing privately issued securities should be based on
fair value as defined in the accounting literature. Under GAAP, the fair value of stock, options,
warrants, or other potentially dilutive securities issued to employees and others for goods or
services is integral to the appropriate recognition and measurement of the transaction in the
financial statements.
                                                
1 The Financial Accounting Standards Board (FASB) has preliminarily decided that the meaning of fair value, as it is
defined by GAAP, is consistent with the definition of fair market value in Internal Revenue Service (IRS) Revenue
Ruling 59-60. Readers should be alert to any final guidance from the FASB.
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A4. Other standards of value for privately issued securities depend on the purpose and function of the
valuation engagement. Although many standards of value are widely accepted (for valuations
other than those performed for the purpose of valuing privately issued securities), some of the
more frequently used standards of value are intrinsic value, investment value, and liquidation
value.
A5. The following standards of value should neither be used nor referred to in a valuation of privately
issued securities, as these standards are inconsistent with fair value as defined by GAAP:
a. Intrinsic value, as applied to investment securities. This is the value an investor
considers, on the basis of an evaluation of all available information, to be the “real” or
“true” value of a security, regardless of its current market price. The purpose of
determining intrinsic value is to give an investor the ability to buy securities when their
market price is below intrinsic value and to sell when market exceeds it. Investors who
use this approach to trading believe either that markets are inefficient or that there are
sufficient anomalies within the overall efficiency of the market to reward this
approach.
b. Intrinsic value, as applied to stock options and warrants. This is the amount by which
the market price of the underlying financial instrument (for example, common shares)
exceeds the exercise price of the option or warrant.
c. Investment value. This is the value to a particular investor based on individual
investment requirements and expectations. Investment value is often described as
synergistic or strategic value. Investment value is not an appropriate basis for
determining fair value, as it would encompass benefits expected by a particular buyer
of the asset that are different from those available to market participants in general.
d. Liquidation value. This is the net amount that would be realized if the business were
terminated and the assets sold piecemeal. This standard suggests that the seller is
compelled to sell, unwillingly, although the buyer may be a willing buyer. Liquidation
may be either “forced” or “orderly.” Forced liquidation value is the value at which an
asset or assets are sold as quickly as possible, such as at an auction. Orderly liquidation
value is the value at which an asset or assets are sold over a reasonable period of time
to maximize proceeds received. Orderly liquidation value is also consistent with the
concept of net realizable value as defined in paragraph 8 of Chapter 4 of Accounting
Research Bulletin (ARB) No. 43, Restatement and Revision of Accounting Research
Bulletins.
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APPENDIX B: CRITERIA FOR THE SELECTION OF
A VALUATION SPECIALIST
B1. In selecting a valuation specialist, the task force recommends that management evaluate the
qualifications of the specialist and also take into consideration the relationship of the
valuation specialist to the enterprise. In assessing the specialist’s qualifications, management
may consider the following:
a. Professional certification(s) or other recognition of the competence of the specialist in his
or her field—for example, whether the specialist possesses an accreditation in valuation
issued by a recognized body.1 The task force recommends that management consider the
rigor of the credentialing body, including its testing levels, professional education
requirements, and disciplinary procedures.
b. The reputation and standing of the specialist in the views of peers and others familiar with
the specialist’s capability or performance, as indicated by publications, speeches, or other
external validation (for example, endorsements of the specialist’s work by parties
unrelated to the specialist).
c. The specialist’s experience in valuing privately issued securities and in particular those of
entities similar to the enterprise, including whether the specialist has valuation experience
in the enterprise’s industry or is otherwise knowledgeable about the industry.
Management also may consider the specialist’s knowledge and experience with respect to
value allocation methods such as the three discussed in Chapter 10, “Valuation of
Preferred Versus Common Stock.”
d. Whether the specialist is familiar with the guidance in this Practice Aid.
B2. Although difficult to measure either qualitatively or quantitatively, ethical character is a key
consideration for management in selecting among valuation specialists. A valuation specialist
who has a reputation for being of high moral character and for rendering unbiased, objective
valuations regardless of who the valuation specialist’s client is or the client’s interest in the
outcome of the valuation would be looked upon more favorably than a valuation specialist
without such favorable attributes (for example, a valuation specialist with a reputation for
tailoring the results of a valuation to fit the client’s desired outcome).
B3. An enterprise is not precluded from obtaining recommendations from its auditor for names of
particular valuation specialists. An enterprise may, prior to engaging a particular valuation
specialist, find it advisable to ensure that its auditor would accept that valuation specialist as an
expert in his or her field. However, the decision as to the choice of valuation specialist should be
made by management alone.2
                                                
1 The only licensing requirements currently in effect for valuation specialists are those applicable to real estate valuation
and appraisal and are set by the various states.
2 The AICPA's Code of Professional Conduct prohibits auditors from making decisions for an enterprise under audit.
Enterprises that are Securities and Exchange Commission (SEC) registrants, or plan to undergo the registration process,
also should consider the effect of the SEC’s independence rules.
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APPENDIX C: TABLE OF RESPONSIBILITIES OF MANAGEMENT
AND THE VALUATION SPECIALIST
C1. The following table summarizes the respective responsibilities of management and the valuation
specialist related to a valuation of privately issued securities in accordance with this Practice Aid.
For some enterprises, the board of directors may assume or share with management one or more
of the responsibilities listed for management. The responsibilities of the independent auditor are
not provided in this table; the auditing of fair value determinations is addressed in Statement on
Auditing Standards (SAS) No. 101, Auditing Fair Value Measurements and Disclosures (AICPA,
Professional Standards, vol. 1, AU sec. 328). The task force intends the information in the table
to be descriptive rather than prescriptive.
Responsibilities of Management and the Valuation Specialist
Management’s Responsibilities
Valuation Specialist’s
Responsibilities
Selecting the Valuation Specialist Select a qualified, preferably
unrelated valuation specialist. See
Appendix B.
Provide honest and complete
disclosures about expertise,
experience, credentials, and
references.
Determine the valuation specialist’s
willingness to be referred to as an
expert in filings with regulators.1
Before accepting and completing a
valuation engagement, discuss with
management under what
circumstances, if any, he or she
would be willing to be referred to as
an expert in filings with regulators.
Determine the valuation specialist’s
willingness to support the valuation
report in discussions with
regulators and others.1
Be prepared to support the
valuation report in discussions with
regulators and others.
                                                
1 If the valuation specialist is unwilling, management may wish to consider how such unwillingness may affect the
enterprise's future use of and reference to the valuation report.
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Responsibilities of Management and the Valuation Specialist (continued)
Management’s Responsibilities
Valuation Specialist’s
Responsibilities
Performing a Valuation Provide comprehensive and
accurate information to valuation
specialist about business conditions
and about future business plans and
associated conditions.
Evaluate the reasonableness of the
assumptions and other information
provided by management.
Respond to inquiries of the
valuation specialist.
Select appropriate valuation
methods. Use appropriate experts
(for example, engineers) as
necessary to assist in the valuation.
Assume responsibility for the inputs
and outputs of the valuation and the
assumptions and methods used in
the valuation.
Develop appropriate assumptions
for use in conjunction with valuation
methods.
Review the valuation report and
discuss with the valuation specialist
the basis for the conclusions
reached in order to understand and
evaluate them.
Complete the valuation on a timely
basis and document the work done.
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APPENDIX D: TABLE OF CAPITALIZATION MULTIPLES
D1. The following table presents the capitalization multiples for a perpetual annuity at various
combinations of assumed discount rates and growth rates. The range of discount rates presented is
for illustrative purposes only and is not intended to limit the range of discount rates that a
valuation specialist might consider appropriate in the particular facts and circumstances of a
valuation.
D2. If cash flows are expected to be perpetual and equal in each period, value is determined by
“capitalizing” the cash flows rather than discounting them. The present value of a perpetual
annuity of $1, assuming a discount rate of 10 percent, is calculated as follows:
Present value = $1/(1.10) + $1/(1.10)2 + $1/(1.10)3 +.......+ $1/(1.10)n = $10 (with n approaching
infinity)
The same answer is obtained by a capitalization calculation that divides the constant perpetual
cash flow by the discount rate, which is referred to here as a capitalization rate:
Present value = $1/.10 = $10
D3. If the cash flows are expected to grow at a constant rate, the capitalization rate is obtained by
subtracting the growth rate from the discount rate. The present value of a perpetual annuity of $1,
assuming a 1 percent constant growth rate and a discount rate of 10 percent, is calculated as
follows:
Present value = $1/(.10 – .01) = $11.11
Growth Rate
Discount Rate 0% 2% 5% 10%
2% 50.00
5% 20.00 33.33
10% 10.00 12.50 20.00
20% 5.00 5.56 6.67 10.00
30% 3.33 3.57 4.00 5.00
40% 2.50 2.63 2.86 3.33
50% 2.00 2.08 2.22 2.50
60% 1.67 1.72 1.82 2.00
70% 1.43 1.47 1.54 1.67
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APPENDIX E: REAL OPTIONS1
E1. Real options (also called strategic options) methods rely on the use of option-pricing models such
as Black-Scholes to value strategic choices available to an enterprise or to value assets subject to
strategic choices. The application of options models to enterprises is termed real options to
indicate their application to corporate or nonfinancial (“real”) assets as opposed to the models’
more typical application to financial assets. The premise underlying real options is that enterprises
are valued in the marketplace based on a combination of known business value plus a value that
represents the opportunities for future value creation. Real options methods may be classified as a
type of income approach because they are forward-looking. They take into account the optionality
at various future milestones, considering the possible successes to be achieved at those milestones
and the multiple probabilistic outcomes then to be contemplated.
E2. As discussed in the AICPA Practice Aid Assets Acquired in a Business Combination to Be Used
in Research and Development Activities: A Focus on Software, Electronic Devices, and
Pharmaceutical Industries, real options methods have come to achieve acceptance as a superior
choice for evaluating income streams subject to both uncertainty and choice. For example, in the
discounted cash flow method, when using very high discount rates (such as with some early-stage
research project cash flows), the negative cash flows occur at the beginning of the estimation
period (in which the present value interest factor is still relatively significant), and the positive
cash flows occur at the end of the estimation period (in which the present value interest factor has
become exponentially lower), thus often resulting in negative present values. Management will
often still invest in such projects because they have the choice to stop investing or continue
investing based on either failing to reach or reaching or exceeding certain targets related to time-
based milestones. Management also may be willing to invest small amounts in a portfolio of such
projects (which they may discontinue midstream, on an individual project basis) in anticipation of
the occasional big payoff. A tradition-based observer might conclude that management has acted
irrationally to invest in one or more projects with negative net present value, while emerging
theory might suggest that the discounted cash flow method is inaccurate or incomplete when used
in a circumstance of high risk (uncertainty) and multiple-choice points in the future.
                                                
1 See paragraphs 71 and 72.
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APPENDIX F: THE IPO PROCESS
F1. There are numerous reasons why a private enterprise might undertake an initial public offering
(IPO) of securities. Such reasons include:
a. Immediate liquidity for existing investors in debt and equity securities. In an IPO, an
enterprise may sell newly issued securities (a primary offering), existing securities
holders may sell securities (a secondary offering), or both may occur. A secondary
offering may provide immediate liquidity for existing securities holders. However,
only the shares covered (that is, listed on the front cover of the IPO prospectus) by the
Securities Act of 1933 (the 1933 Act) registration statement are publicly tradable free
and clear of all restrictions. The remaining securities remain unregistered and subject
to restrictions on public resale.
b. Subsequent liquidity for existing investors in debt and equity securities. Coincident
with its IPO, an enterprise usually applies to list its securities on a national exchange or
market, which provides an active, liquid aftermarket for the enterprise’s securities.
Rule 144 of the 1933 Act provides a safe harbor for sales of unregistered and control
stock by affiliates (that is, officers, directors, or 10 percent shareholders) and
nonaffiliates of the registrant. Under Rule 144, any investor may resell limited amounts
of unregistered securities after a one-year holding period from the date of purchase,
and nonaffiliates of the registrant may resell unlimited amounts of unregistered
securities after a two-year holding period. During such holding period, absent a public
registration, unregistered securities may be sold only in private transactions and a
purchaser may be subject to a new holding period. Thus, even though an enterprise
typically does not register all of its securities in an IPO, existing investors obtain the
prospect of liquidity in the public aftermarket after satisfying any legal or contractual
holding period restrictions.
c. Market pricing efficiencies. A public market for an enterprise’s securities allows for an
efficient determination of their fair value. Public securities markets tend to maximize
the exchange value of an enterprise’s securities by (1) maximizing the number of
potential buyers (that is, providing liquidity); (2) minimizing the asymmetry of
information among potential buyers (that is, providing timely, complete and accurate
disclosures about the enterprise, as well as about alternative investments); (3)
minimizing transaction costs for buyers and sellers; and (4) maximizing the subsequent
marketability of purchased securities (that is, eliminating holding periods and
providing future liquidity).
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d. Access to financing in public capital markets. Once an enterprise completes its IPO, it
can access the public capital markets. In a subsequent registration, an enterprise may
raise capital through a primary offering of its equity or debt securities. Larger,
seasoned enterprises may be eligible to obtain even more timely access to the public
capital markets by filing a “shelf” registration statement (Form S-3). Given that public
markets tend to provide the most efficient source of capital at the lowest cost, an
enterprise can reduce its cost of capital and, consequently, increase its market value by
going public.
e. Equity “currency.” In addition to the ability to sell securities for cash, a public
enterprise obtains the ability to register shares for other uses, such as the acquisitions
of businesses (Form S-4) or compensation to employees, officers, and directors (Form
S-8). Such equity currency may provide an efficient means for financing growth
through acquisitions. Also, such equity currency may be an attractive form of
compensation (for example, stock options and performance plans, stock purchase
plans) in view of the liquidity of the shares issued. Equity compensation arrangements
allow an enterprise to conserve cash, and may offer tax advantages to the enterprise
and increase employee loyalty and motivation.
f. Enhanced status. Successfully completing an IPO enhances the status and credibility of
an enterprise. For many start-up enterprises, the IPO is perceived to validate the
prospects of the enterprise in the eyes of customers, suppliers, employees, and
investors. In addition, the IPO may serve as a branding event, which increases the
public and market awareness of the enterprise and its products and services.
g. Capital financing. The primary offering of securities in an IPO may provide capital to
fund growth (for example, investments in plant and infrastructure, research and
development, business acquisitions, and geographic expansion).
h. Avoiding economic penalties. In some cases, a private enterprise may have obtained
financing that contemplates a public exchange offer for registered securities or
contains penalties (for example, higher interest rates, or dividend and liquidation
preferences) if the enterprise does not file or complete an IPO by a specified date.
F2. The process to complete an IPO may be lengthy. Preparation for an IPO begins well before the
filing of a registration statement with the Securities and Exchange Commission (SEC). Key
considerations in preparing for an IPO include:1
                                                
1 Readers should note that many of these considerations are addressed in the Sarbanes-Oxley Act of 2002, which was
signed into law in July 2002.
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a. Corporate governance. Enterprises evaluate the structure and composition of their
board of directors to ensure that they are appropriate for a public enterprise. For
example, enterprises will need independent, outside directors, who can provide
specialized expertise, independent perspectives, and enhanced credibility with the
investment community. Enterprises also prepare by forming special committees of the
board, particularly an audit committee, which is responsible for oversight over the
financial reporting process, internal audit, and the independent auditors. Enterprises
that plan to list their securities on a national exchange or quotation system also prepare
to comply with the respective listing requirements.
b. Controls and records. Enterprises consider the adequacy of their books and records
and their internal accounting controls in light of the provisions of Section 13(b) of the
Securities Exchange Act of 1934 (the 1934 Act) and the provisions of the Foreign
Corrupt Practices Act of 1977. In addition, enterprises consider whether they have
adequate disclosure controls and procedures that will allow the timely preparation of
reports required by the SEC under the 1934 Act, and enterprises prepare for the
management certification of their periodic reports following an IPO. Enterprises also
prepare for the annual evaluation of the effectiveness of their internal controls over
financial reporting, and the related examination and attestation by their registered
public accounting firm, which is required in annual reports following the IPO.
Enterprises consider the adequacy of their accounting systems and personnel for
meeting SEC periodic reporting deadlines, which for larger enterprises could
accelerate after their first year as a public enterprise.
c. Executive management. Enterprises consider the character, skills, experience, and
overall composition of their executive management team. Enterprises contemplating an
IPO often look to hire a chief executive officer (CEO) and chief financial officer
(CFO) who have prior experience at public enterprises or with the IPO process. In
addition, enterprises consider the composition and strength of other key members of
the management team (for example, heads of operations, production, sales, marketing,
accounting, human resources, information systems, internal audit, treasury, and legal).
Enterprises consider their code of ethics applicable to executive and financial officers,
which must be publicly disclosed following the IPO. Under the federal securities laws,
officers of public enterprises have significant duties and obligations and, as a result of
the Sarbanes-Oxley Act of 2002, face significant penalties and sanctions for violations.
d. Employee compensation. Enterprises develop an employee compensation strategy and
implement an effective compensation system. Employee compensation programs are
critical in competing for talent, retaining employees, and using incentives to align
employee performance with business strategies. Developing an employee
compensation strategy is complex and considers, among other things, philosophy,
organizational culture and dynamics, competitive factors, potential dilution (from
using stock or options as compensation), and legal, tax, and accounting implications.
Valuation of Privately-Held-Company Equity Securities Issued as Compensation
94
F3. One of the key steps in the IPO process is the selection of the lead, or managing, underwriter. An
IPO usually is executed as an underwritten offering whereby an underwriting syndicate,
assembled by the lead underwriter, distributes the shares to investors using their established
contacts and distribution channels. The selection of a recognized underwriter lends additional
credibility to the offering and the enterprise. Underwriters typically play a significant role in
maintaining a strong and stable aftermarket for the enterprise’s securities. They serve as market
makers, buy and sell shares on the interdealer market, and help maintain interest among analysts
and investors. The lead underwriter has primary responsibility for determining the initial price of
the shares to be sold. Because underwriters are compensated only if the offering is completed
(except for any expenses the enterprise agrees to reimburse), they tend not to agree to underwrite
unless they are reasonably confident that the offering will be completed. Considerations for
selecting a lead underwriter include, among other things, geographic scope, industry
specialization, minimum underwriting criteria, reputation, experience, syndication capability,
aftermarket support, and service offerings. The final underwriting agreement usually is not signed
until just before the registration statement is declared “effective” by the SEC. Ordinarily, there is
no legal obligation for either the enterprise or the underwriters to proceed with the IPO until that
time. However, underwriters prepare a letter of intent that describes the preliminary
understanding of the arrangement (for example, underwriters’ commission, estimated offering
price, over-allotment option, underwriter warrants, and right of first refusal on future offerings),
but that does not create a legal obligation for either the enterprise or the underwriters to proceed
with the offering. As a condition of the underwriting agreement, existing shareholders usually are
required to execute a lock-up agreement, which restricts their ability to sell shares for a period of
time—usually 180 days following the IPO.
F4. There are two common types of underwriting agreements, namely (a) firm-commitment and (b)
best-efforts. In a firm-commitment underwriting agreement, the underwriters agree to purchase all
the shares in the offering and then to resell them to the public. Any shares not sold to the public
are paid for and held by the underwriters for their own account. In a best-efforts underwriting
agreement, the underwriters simply agree to use their best efforts to sell the shares on behalf of
the enterprise. Some best-efforts agreements are all-or-nothing arrangements—the offering is
withdrawn if the shares cannot all be sold. Others set a lower minimum number of shares that
must be sold before the offering can be completed. Underwriters generally will not (and cannot)
guarantee an offering price (or, in the case of debt securities, an interest rate) and total proceeds in
advance. The offering price is not finalized until just before the registration statement becomes
effective because that price must be responsive to current market conditions at that time.
Underwriters may estimate a range for the offering price based on market conditions existing at
the time of their estimate; however, that estimate is not binding. The actual offering price is
affected by market conditions as of the effective date of the offering, the completion of the
underwriters’ due diligence, the success of the road show (see paragraph F8), and investor
demand for the securities offered. The net proceeds to the enterprise also will be reduced by the
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underwriters’ commission (generally ranging from 6 to 10 percent) and any agreed-upon
reimbursement of underwriters’ expenses (for example, legal fees incurred by the underwriters’
counsel to review compliance with state securities laws—commonly referred to as Blue Sky
laws). In addition, the enterprise is likely to incur additional direct and incremental costs in an
IPO.
F5. A second key step in the IPO process is the preparation of the registration statement, which must
be filed with the SEC. Preparation and review of the registration statement is a joint effort
involving enterprise executives, enterprise attorneys, auditors, underwriters, and underwriters’
attorneys. The registration statement contains the prospectus, which is both a selling document
and a disclosure document. The prospectus must comply with SEC rules and regulations as to
form and content and it must not materially misstate any information or omit any material
information. Controlling shareholders, executives, directors, underwriters, and experts providing
information for the registration statement are subject to liability under Section 11 of the 1933 Act
for false or misleading statements or omissions. Preparation of the registration statement may take
two months or more, particularly if an audit is required of previously unaudited financial
statements of either the enterprise or recent significant acquired businesses, or if the enterprise
needs to obtain resolution of any questions from the SEC staff on a prefiling basis.
F6. Once a registration statement is filed, a successful IPO still is not assured and the registration
process typically takes an additional three to six months. In fact, a significant percentage of IPO
filings is withdrawn without becoming effective. A working group of the task force determined
that during the seven-year period from January 1, 1995 to December 31, 2001, approximately 22
percent of all IPOs filed were withdrawn, and IPOs filed between January 1, 1986 and December
31, 1994 demonstrated similar experience. There are a number of factors that could contribute to
the decision to withdraw an IPO filing. Some of those factors involve the IPO process itself (for
example, the inability to comply with SEC disclosure requirements or resolve SEC staff
comments, a poor road show, or resignation of the enterprise’s underwriters or auditors). In other
cases, an IPO filing might be withdrawn due to market conditions (for example, reduced market
liquidity or demand for IPOs, changes in interest rates and costs of capital, or changes in market
sector valuations). An IPO also might be withdrawn due to adverse business developments (for
example, loss of a customer or prospective customer, inability to meet product development
milestones, increased competition, loss of key personnel, or inability to obtain financing). In other
cases, an IPO might be withdrawn because a financial or strategic buyer acquires the enterprise.
F7. Once filed, an IPO registration statement is reviewed by staff accountants and lawyers in the
SEC’s Division of Corporation Finance under current policy. The purpose of the SEC’s review is
not to evaluate the quality of an offering, but rather to determine the compliance of the
registration statement with the SEC’s rules and regulations, including the clarity of the
disclosures, and fair presentation and GAAP compliance of any financial statements. When the
SEC staff completes its review of the initial filing (usually within 30 days), it will issue the
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enterprise a comment letter identifying any deficiencies noted or requesting supplemental
information. Responding to and resolving SEC staff comments may require several letters and
amendments to the registration statement.
F8. Following substantial resolution of the SEC staff’s comments, a preliminary prospectus (the red
herring), which includes the then estimated range of offering prices, is printed so that the
underwriters can begin their selling efforts and the enterprise can begin its road show. During the
road show, executives of the enterprise travel to meetings with prospective members of the
underwriting syndicate, institutional investors, and industry analysts. The road show gives
participants the opportunity to ask questions and evaluate the strength of the management team,
the enterprise’s strategy, and its prospects. The road show may take one to two weeks, and during
this period, the underwriters build and monitor the book, which is the list of tentative orders to
purchase securities once the offering is priced.
F9. Following the road show, and shortly before the underwriting agreement is signed and the
registration statement is declared effective, the underwriters meet with the enterprise to agree
upon the offering price. The price depends on many factors, among them the success of the road
show and the demand reflected in the book in light of the planned size of the offering. In some
cases, the size of the offering may be increased or decreased to address demand and market
conditions. In addition, the price is set considering, among other things, current market conditions
(for example, economic growth rates and interest rates), current market valuation multiples within
the enterprise’s industry, current levels of competition, projections of enterprise revenue growth
and profitability, the pro forma effects of the proposed use of the funds from the IPO, and the
potential dilution from contingent and convertible securities. In short, pricing IPO stock is
subjective and does not rely solely upon quantitative valuation methodologies typically used by
valuation specialists in rendering reports on their estimate of fair value. Underwriters typically
advise an enterprise to set a price that will produce an active aftermarket in the shares and a
modest price rise (for example, 10 to 15 percent) in secondary market trading following the
offering.
F10. Once all SEC staff comments have been resolved and the registration statement has been updated
to reflect all current, material information, the enterprise files its pricing amendment, which
discloses the offering price, the underwriters’ commission, and the net proceeds to the enterprise.
The formal underwriting agreement is executed at this time. Following a request to accelerate
effectiveness, the SEC staff declares the registration statement effective, and the final prospectus
is printed and distributed.
F11. Until the closing of the offering, the enterprise or its underwriters still may decide to withdraw the
offering for any reason (see paragraph F6), including material adverse events, although this is
uncommon. The closing for firm-commitment underwritings generally occurs on the third trading
day after the registration statement becomes effective. The closing for best-efforts underwritings
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generally occurs 60 to 120 days after the effective date, provided the underwriters have sold at
least the minimum number of shares specified in the underwriting agreement. At the closing, the
enterprise issues the securities to the underwriters and receives the proceeds (net of the
underwriters’ commission) from the offering.
F12. Immediately after the IPO takes place, the enterprise’s registered shares begin trading on the
selected market or exchange. Whereas the market price of a new issue may be extremely volatile
in the initial trading period, IPOs generally underperform the market.2 Unless an investor’s shares
are registered in the IPO, those shares may be resold in the public market only after satisfying the
holding period and volume limitations of Rule 144 of the Securities Act of 1933. The ability of an
investor to resell securities also may be subject to contractual restrictions agreed upon with the
enterprise at the time of investment, with other investors (for example, a voting trust
arrangement), or as a condition of the underwriting agreement (typically a lock-up agreement, as
discussed in paragraph F3). Thus, even if the enterprise successfully completes an IPO, its private
investors are not necessarily assured of realizing the IPO offering price. That is, investors in
privately-held enterprises cannot always expect to obtain immediate liquidity upon the IPO and
may be required to bear market risk following the IPO until they can sell shares, whether privately
(and thus subject to marketability discounts) or in the public market (after satisfying legal and any
contractual holding periods).
                                                
2 Ritter, Jay R., “The Long-run Performance of Initial Public Offerings,” Journal of Finance 46, pp. 3-27. For the three-
year-return period following initial public offerings (IPOs) in 1975 through 1984, the average three-year return for an
IPO enterprise was approximately 35 percent as compared with an approximately 62 percent average three-year return
for the broader market. Also, Mavrinac, Sarah C. and Amy Blitz, “Managing the Success of the IPO Transformation
Process,” Working paper, Center for Business Innovation, Ernst & Young LLP, June 1998. For the period studied
(January 1986 through August 1996), on average the performance of IPO companies trailed the performance of the
overall Nasdaq market during the three years following the IPO.
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APPENDIX G: DERIVATION OF WEIGHTED AVERAGE COST OF CAPITAL
G1. In developing the statistics in paragraph 119 of this Practice Aid, the task force made use of the
size-adjusted capital asset pricing model (CAPM). CAPM is one of several asset return models.
The use of the CAPM is not intended to discourage the use of other widely accepted approaches
to estimating an entity’s cost of equity capital. Rather, the task force chose to use a version of the
CAPM to illustrate the goals of arriving at an estimated weighted average cost of capital (WACC)
because of the broad acceptance of CAPM in the finance community. The task force notes that
debt financing is not commonly used to finance enterprises in several of the industry segments
indicated in the table in paragraph 119, which simplifies a WACC estimation to estimating the
required return on equity of comparable public entities. The table provides statistics on the cost of
equity capital as if the comparable public entities have a debt-free capital structure. Although the
complexities of including debt financing are beyond the scope of this Practice Aid, the task force
also provides statistics on the WACC because some of the comparable public entities in the
industry segments presented in the table have debt in their capital structures. The formula used to
calculate WACC, together with an explanation of the variables used, is as follows:
E DWACC = kE E+D
+ kD(1-TC) E+D
, where
kE = rf + β(rm) + P
Cost of equity capital (kE). The cost of equity capital is the return required by
shareholders.
Risk-free rate (rf). The risk-free rate is the return on government securities with a term
similar to that of the investment being evaluated.
Market risk premium (MRP = rm). The market risk premium (MRP), also known as the
equity risk premium, is defined as the additional rate of return over the risk-free rate that
is expected by investors from investments with systematic risk equal to the “market”
portfolio. The market portfolio may be thought of as a broadly diversified investment
portfolio, often thought of as the return on an index such as the Standard and Poor’s
(S&P) 500.
Beta (β). Beta is a measure of the risk of an entity’s stock relative to the risk of a
diversified portfolio (the MRP). The theory and application of beta as a modifier of the
MRP are well documented and widely accepted, and there are many available sources of
beta. Because the estimation procedure is not controversial, those sources normally may
be relied on.
Size premium (P). Research has shown that small enterprises have larger betas than large
enterprises. An adjustment for size is included in the calculation of WACC because
small stocks outperform large stocks, even after adjusting for the systematic risk (beta)
of small stocks. This phenomenon is widely known as the size effect.
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Cost of debt (kD). The cost of debt is the return required by lenders. The cost of debt is
taken after tax because entities can deduct from their pre-tax profits the interest they pay
on the money they borrow.
Marginal corporate tax rate (TC). The marginal corporate tax rate for each entity is used
to calculate the after-tax cost of debt.
Market value of equity and debt (E and D, respectively). The market value of equity and
debt are used to weight the cost of equity and the cost of debt in arriving at the overall
weighted average cost of capital. While the market value of common equity is commonly
used in the calculation, the carrying value of debt is often used as a proxy for the market
value of debt.
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APPENDIX H: RIGHTS ASSOCIATED WITH PREFERRED STOCK
H1. As discussed in Chapter 10, preferred stock has characteristics that allow preferred stockholders
to exercise various economic and control rights. Each of those rights is described below.
Economic Rights
H2. Preferred dividends or preferred stockholder rights to dividends may be classified according to
priority, level of board of directors’ discretion, and whether or not cumulative. Preferred stock
dividends generally are set at a percentage of the preferred stock purchase price, such as 10
percent. Preferred stockholders generally are entitled to dividends in priority to common
stockholders. Typically, preferred stockholders are entitled to payment of dividends only if and
when they are declared by the board. After payment of percentage-based dividends as described
above (also known as initial dividends), holders of preferred stock also may be entitled to
participate in any dividends to be paid to the holders of common stock. Noncumulative dividends
that are not declared or paid in a given year do not carry forward into or become payable in
subsequent years. Accordingly, if an enterprise operates in an industry in which it is not the
practice to declare or distribute dividends to preferred or common stockholders, noncumulative
preferred dividend rights typically are not meaningful or substantive. In some financings,
preferred dividends are cumulative, which means that if initial dividends are not declared and paid
in one year, the amount of such initial dividends is added to the initial dividends for the following
year, and so on.
H3. The existence of unpaid cumulative dividends becomes more relevant upon the payment of
dividends or the liquidation (as defined in the next paragraph) of an enterprise and, in some cases,
may be relevant to the conversion of preferred stock into common stock and the voting of an
enterprise’s outstanding stock. If an enterprise wishes to pay dividends to its stockholders, the
application of first priority cumulative dividends is clear. In the event of a liquidation, cumulative
dividends generally are treated as additional investment by preferred stockholders in the
enterprise, such that each preferred stockholder receives additional liquidation proceeds if
cumulative dividends have not been paid in prior periods. Similarly, if the conversion or voting of
the preferred stock is calculated to include accrued but unpaid dividends, this will result in a
greater than one-for-one ratio for purposes of conversion or voting of the preferred stock.
Therefore, the right to cumulative dividends adds substantive value to preferred stock in the form
of a higher rate of return to preferred stock on payment of dividends or a liquidation and, in some
cases, an increased preferred-to-common conversion ratio and enhanced voting power.
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H4. Preferred liquidation distributions. Preference in liquidation generally is considered one of the
key differentiating factors between preferred and common stock because it gives first priority
rights to preferred stockholders over any equity proceeds available to common stockholders
resulting from a liquidation of the enterprise. Liquidation preference distributions are meaningful
and substantive because they apply not only in the event of dissolution of the enterprise but also
in the event of a merger, sale, change of control, or sale of substantially all assets of an enterprise.
A merger, sale, change of control, sale of substantially all assets, and dissolution are collectively
referred to as a liquidation (which differs from a liquidity event in that a liquidity event also
includes an IPO). No portion of the proceeds resulting from a liquidation may be distributed to
the common stockholders unless a specified portion of the liquidation preference has been
satisfied. Liquidation preferences not only grant preference in distribution to holders of preferred
stock but also quantify the amount of returns or distributions that preferred stockholders are
entitled to receive before any distribution may be made to common stockholders. As a
consequence, liquidation preference rights often result in distributions between preferred and
common stockholders that disproportionately benefit preferred stockholders relative to their
percentage ownership of the enterprise.
H5. Liquidation preferences may be broadly divided into two categories:
a. Nonparticipating preferred. In a liquidation, the holder of nonparticipating preferred
stock is entitled only to receive the fixed liquidation preference amount and does not
share any upside beyond that preference. Alternatively, the preferred stockholder may
give up its liquidation preference and convert into common stock if such a conversion
will provide higher proceeds.
b. Participating preferred. In a liquidation, the holder of the participating preferred stock
is entitled to receive its liquidation preference first and then share pro rata with the
common stock in any remaining liquidation proceeds without requiring the conversion
of such preferred stock into common stock. The total return to preferred stock in this
scenario may be limited (for example, three times the original purchase price of the
preferred stock) or may be unlimited. If the upside is unlimited, the preferred
stockholder will not have an incentive to voluntarily convert to common stock. If the
upside is limited, the preferred stockholder may elect to convert the preferred to
common if such conversion would result in a higher total return to the stockholder.
H6. Liquidation preferences are particularly important in a non-IPO situation, such as an acquisition
or a sale of all or substantially all of an enterprise’s assets. This is because provisions relating to
the conversion of preferred stock to common stock typically require that all outstanding preferred
stock automatically convert to common stock in the event of a qualified IPO. Such conversion is
typically a prerequisite for an investment banker to market the IPO. A consequence of such
conversion is that the liquidation preferences and most other special rights associated with
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preferred stock, with the exception of registration rights, are eliminated. Accordingly, the value of
liquidation preferences and other preferred stock rights often diminishes as the likelihood of a
qualified IPO increases. Generally, if a proposed IPO does not meet the requirements of a
qualified IPO, the consent of at least a majority of the holders of preferred stock is required to
convert all preferred stock to common stock and permit the IPO to proceed.
H7. In evaluating the likelihood of a qualified IPO and the resulting effect of such IPO on the value of
the preferred stock preferences, however, the economic and control rights of preferred
stockholders should be considered carefully. If preferred stock liquidation preferences
significantly exceed the return that preferred stockholders would receive on conversion to
common stock, preferred stockholders will have an incentive to exert their control rights toward
consummation of an acquisition of the enterprise rather than an IPO. Accordingly, even in
circumstances in which an IPO may appear feasible for an enterprise in view of its stage of
development, the value of liquidation preferences and other preferred stock rights often does not
diminish if the preferred stockholders have the incentive and the ability to steer the enterprise
toward an acquisition. In such cases, the value of preferred rights and liquidation preferences
typically remains at a high level until a qualified IPO actually occurs.
H8. The following example illustrates the effect of liquidation preference rights in disproportionate
value sharing between preferred and common stockholders:
Company A has 3 million shares of Series A preferred stock and 7 million shares of common
stock outstanding. The Series A preferred stock was issued for $20 million and carries
participating liquidation preference rights with a total liquidation preference of two times the
original issuance price. That is, upon a liquidation of Company A, Series A preferred shares
would initially receive $40 million of the sales proceeds before any amount of money could be
distributed to common stockholders. After the payout of the initial preference, the Series A
preferred and common stockholders participate ratably in the remaining proceeds of the
liquidation. Assuming three different scenarios in which Company A is acquired for a purchase
price of $50 million, $75 million, and $200 million, respectively, the following would be the
payoffs to Series A preferred stockholders and common stockholders:
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Scenario I Scenario II Scenario III
Sales proceeds (A) $50,000,000 $75,000,000 $200,000,000
Liquidation preference of
Series A preferred
stockholders
$40,000,000 $40,000,000 $ 40,000,000
Initial distribution of
liquidation preference of
Series A stockholders (B)
$40,000,000 $40,000,000 $ 40,000,000
Balance available for
ratable allocation to
preferred and common
stockholders in the ratio of
their ownership interests
(30% and 70%) [(C) = (A)
- (B)]
$10,000,000 $35,000,000 $160,000,000
Allocation of balance to
preferred shareholders
[(D) = (C) x 30%]
$ 3,000,000 $10,500,000 $ 48,000,000
Allocation of balance to
common stockholders
[(E) = (C) x 70%]
$ 7,000,000 $24,500,000 $112,000,000
Total proceeds to:
Preferred stockholders
[(B) + (D)]
$43,000,000 $50,500,000 $ 88,000,000
Common stockholders (E) $ 7,000,000 $24,500,000 $112,000,000
Relative allocation of
enterprise value to:
Preferred 86% 67% 44%
Common 14% 33% 56%
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H9. Mandatory redemption rights are, in substance, put provisions. A mandatory redemption right
allows an investor to redeem its investment; typically, it is designed to allow an investor to exit
from an investment in an enterprise before the occurrence of a liquidity event. As a result, such
rights serve as a tool for preferred stockholders to motivate the enterprise to explore on an
ongoing basis various liquidity alternatives. Enforcement mechanisms that accompany these
rights are important. For instance, a right to elect a majority of the board of directors will give an
investor the ability to compel the sale of the enterprise. In practice, an investor will not be able to
redeem its investment if such redemption leads the enterprise to lose significant liquidity.1
H10. Conversion rights allow preferred stockholders to convert their shares into common stock at their
discretion. Preferred stockholders will choose to convert to common stock if such conversion
produces better economic results for them. The conversion ratio may be fixed or variable.
Variable conversion rights are more powerful than fixed rights, as variable rights often are
structured to allow a better payoff to preferred stockholders. Conversion rights often are subject to
adjustment by operation of the antidilution rights described below and in some cases are also
subject to adjustment for unpaid cumulative dividends as described above or failure by the
enterprise to achieve certain milestones.
H11. Antidilution rights are designed to prevent or reduce dilution of the holdings of preferred
stockholders in the event of subsequent down rounds of financing. Antidilution rights are
powerful rights providing downside economic protection to preferred stockholders. These rights
result in an automatic adjustment of the original conversion price of preferred stock to common
stock in the event that an enterprise subsequently issues stock at a price per share below the
original issue price of the existing preferred stock. Antidilution rights may be broadly divided into
three categories. These are full ratchet and two types of partial ratchet:
a. Full ratchet. The conversion price of the previously issued preferred stock is adjusted
to the new round price regardless of the dilutive effect of a new issuance. Full-ratchet
antidilution rights have become increasingly prevalent in preferred stock financings.
For example, if 10,000 shares of preferred stock are outstanding with a $10 conversion
price and $10 original issuance price, and a subsequent round of 1,000 shares is issued
at a $5 conversion price, the conversion price of the original 10,000 shares will be
adjusted to $5. Accordingly, the rate of conversion, which is the original purchase
price divided by the conversion price, will now equal 2 ($10 divided by $5) and the
same 10,000 originally issued shares of preferred stock will now convert into twice as
many shares of common stock.
                                                
1 See footnote 48 to paragraph 130.
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b. Partial ratchet: narrow-based weighted average. This alternative is less onerous than 
full ratchet and takes into account both the lower issuance price of new stock and the 
size of the new issuance relative to the enterprise’s outstanding preferred stock. The 
formula for calculating the new conversion price of the “old” preferred shares is as 
follows: 
 Original issue price of old preferred shares x (A+B) / (A+C) 
 A = outstanding preferred capitalization (number of shares) 
 B = total dollar amount paid for new shares / price per share paid for old preferred 
shares 
 C = number of new shares actually issued at new price 
 In the example in a above, the conversion price of the old shares would be adjusted to: 
 $10 x [10,000 + ($5,000 / $10)] / [10,000 + ($5,000 / $5)] 
 = $10 x (10,500 / 11,000) = $9.55 
 Therefore, one share of old preferred stock will now convert into $10 / $9.55 or 1.047 
shares of common stock. 
c. Partial ratchet: broad-based weighted average. This alternative is less onerous than 
either the narrow-based weighted average or full ratchet alternatives and further takes 
into account the size of the new issuance relative to the enterprise’s entire capital base. 
Although there is no single widely accepted definition of broad-based, many 
implement this approach using a formula to take into account the effect of the new 
issuance on the total capitalization of the enterprise, including common stock, 
preferred stock, and outstanding options and warrants (and in some cases, the pool of 
options reserved for future grants). The formula for calculating the new conversion 
price of the “old” preferred shares is as follows: 
 Original issue price of old preferred shares x (A+B) / (A+C) 
 A = outstanding common stock, preferred stock, options, and warrants (number of 
shares) 
 B = total dollar amount paid for new shares / price per share paid for old preferred 
shares 
 C = number of new shares actually issued at new price 
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In the example in a above, assuming that the enterprise’s outstanding capitalization
includes 9,000 shares of common stock, 1,000 additional shares of common stock
subject to outstanding options or warrants, and 10,000 shares of preferred stock, the
conversion price of the old shares would be adjusted to:
$10 x [20,000 + ($5,000 / $10)] / [20,000 + ($5,000 / $5)]
= $10 x (20,500 / 21,000) = $9.76
Therefore, one share of old preferred stock will now convert into $10 / $9.76 or 1.024
shares of common stock.
H12. Registration rights come into play when an enterprise does not complete an IPO within a
specified period, at which time the holders of a specified percentage of preferred stock are
generally entitled to demand that the enterprise exercise its best efforts to complete an IPO.
Furthermore, if an enterprise has completed an IPO, the outstanding preferred stock generally
converts into common stock and the holders of a specified percentage of such converted stock are
entitled to demand that the enterprise use its best efforts to complete a secondary public offering
of their converted shares or otherwise register their shares for public trading within a certain
period. These registration rights survive the enterprise’s IPO and continue to add value in the
form of enhanced liquidity to preferred stockholders whose shares have converted to common
stock.
Control Rights
H13. Voting rights are rights of preferred stockholders to vote together with common stockholders on
matters requiring a stockholder vote and, in addition, to vote on certain matters as a separate class.
Each share of preferred stock generally has votes equal to the number of shares of common stock
then issuable upon conversion of preferred to common. As described under the descriptions in
this appendix of preferred dividends, conversion rights, and antidilution rights, the rate of
conversion of preferred stock to common stock and the resulting number of votes per share of
preferred stock are subject to adjustment.
H14. Protective provisions and veto rights2 give preferred stockholders the ability to veto major actions
of an enterprise in a manner disproportionate to their percentage ownership. These provisions and
rights require that the enterprise obtain the consent of at least a fixed percentage of preferred
stockholders prior to taking significant actions. Investors also may require and receive individual
series-based protective provisions, in addition to the protective provisions that apply to all
preferred stock. As a result, enterprises may be required to obtain the consent of a specified
                                                
2 This discussion is not intended to cover minority rights under Emerging Issues Task Force (EITF) Issue No. 96-16,
“Investor's Accounting for an Investee When the Investor Has a Majority of the Voting Interest but the Minority
Shareholder or Shareholders Have Certain Approval or Veto Rights.”
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percentage of all preferred stock as well as specified percentages of certain series of preferred
stock prior to taking significant corporate actions. Through such series-based distinctions,
protective provisions have become an even more powerful tool for certain preferred stock
investors to exercise veto rights well in excess of their rights based on percentage ownership
alone. Examples of the significant corporate actions that require the consent of a specified
percentage of preferred stock and, in many cases, specified percentages of particular series of
preferred stock, are as follows:
• Changes in the rights of preferred stockholders
• Increases or decreases in the number of shares of preferred stock or creation of any
new class or series of stock having rights senior to or on par with existing preferred
stock
• Declaration of dividends or any other distribution to stockholders, or repurchase of
outstanding stock
• Merger, acquisition, corporate reorganization, change of control, or any transaction in
which all or substantially all of the enterprise’s assets are sold
• Amendment or waiver of any provision of the enterprise’s certificate of incorporation
or bylaws so as to change the rights of preferred stockholders
• Increase or decrease in the authorized size of the board of directors
• Appointment of a new chief executive officer
In some cases, the protective provisions include additional matters that are typical covenants in
debt transactions, such as:
• Any material change in the nature of the enterprise’s business
• Any transfer or exclusive license of the enterprise’s technology or intellectual property,
other than such transfers or licenses that are incidental to the sale of the enterprise’s
products in the ordinary course of business
• The incurrence of indebtedness in excess of a prespecified amount (for example, $1
million)
• Any material change in the enterprise’s accounting practices or any change in the
enterprise’s external auditors
H15. Board composition rights provide preferred stockholders the ability to control the board
composition in a manner that is disproportionate to their share ownership. The holders of each
class of stock are entitled to elect a fixed number of directors regardless of the holders’ respective
ownership. Generally, board composition rights lead to control of the enterprise. In some cases,
investors in the latest series of preferred stock will insist on the right to appoint a majority of the
board. This results in a further concentration of control in a single series of preferred stock well in
excess of that series’ percentage ownership of the enterprise.
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H16. Drag-along rights allow one class of shareholder to compel the holders of one or more other
classes of shares to vote their shares as directed in matters relating to the sale of the enterprise.
H17. Participation rights allow each preferred stockholder to purchase a portion of any offering of new
securities of the enterprise based on the proportion that the number of shares of preferred stock
held by such holder (on an as-converted basis) bears to the enterprise’s fully diluted capitalization
or to the enterprise’s total preferred equity. Participation rights give the preferred stockholders the
ability to maintain their respective ownership percentages and restrict the ability of common
stockholders to diversify the shareholdings of the enterprise.
H18. First refusal rights and co-sale rights allow preferred stockholders to effectively limit the sale of
common stock held by the enterprise’s founders and other key members of management by
allowing the preferred stockholders the right to purchase such shares from the founders at the
price offered by a third party (first refusal) and requiring that the founders allow preferred
shareholders to substitute their shares for shares to be sold by the founders, in proportion to those
shareholders’ percentage ownership of the sales price (co-sale). Generally, these are designed to
reduce the liquidity of common stock held by founders and thereby enhance the value of the
preferred stock.
H19. Management rights entitle preferred stockholders to standard inspection rights (rights to inspect in
detail the enterprise’s books and accounts) as well as rights to visit board meetings. These rights
may be in place of rights to nominate directors or may be available if for some reason the
preferred stockholders do not want to exercise their rights to nominate a director.
H20. Information rights provide preferred stockholders the ability to be granted access to pre-specified
information, such as monthly financial statements, within a specified period following each
month end; the annual operating plan, within a specified period prior to the beginning of the fiscal
year; and audited financial statements, within a specified period following the enterprise’s fiscal
year end. These rights provide preferred stockholders timely access to vital information that may
not be available to common stockholders.
H21. In summary, preferred stock rights not only offer the holders the opportunity for disproportionate
returns on their investments but also may provide downside protection. In addition, preferred
stock rights may provide investors with degrees of control over the enterprise that are
disproportionate to their ownership percentages. The valuation challenge is to identify objective
methods of quantifying premiums attributable to those rights.
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APPENDIX I: ILLUSTRATION OF ENTERPRISE
VALUE ALLOCATION METHODS
I1. This appendix illustrates the three enterprise value allocation methods discussed in Chapter 10.
The order in which the three methods are illustrated in this appendix differs from the order in
Chapter 10 because the task force believes that understanding how each method works is
facilitated by the order of presentation below. In addition, for simplicity and to facilitate
comparison, the same set of facts and information is used to illustrate each of the three methods.
As discussed in Chapter 10, the three methods would not be expected to be equally appropriate to
apply in a single set of actual circumstances. Selection of one method or another depends on a
number of factors relating to the specific facts and circumstances of the enterprise and its various
classes of equity securities. Finally, the capital structure illustrated in this appendix is simple and
straightforward for illustration purposes. In practice, the capital structure of a start-up enterprise
typically is more complex because the enterprise’s preferred stock may be issued at several
different times, with each issuance having its own particular set of specific economic and control
rights. In sum, the illustrations in this appendix trade off many of the complexities of actual
practice situations in favor of understandability of the methods.
Background
I2. Company X (the Company) is a developer of networking products, both hardware devices and the
software necessary to support them. The Company was founded in 1998, and both its
headquarters and manufacturing facilities are located in California. Until December 2000, the
Company’s sole source of equity capital was the founders and their family and friends. Equity
capital at that time consisted solely of 4,000,000 outstanding shares of common stock.
I3. In late December 2000, the Company completed an offering of Series A convertible preferred
stock to the XYZ Venture Capital Group. The issue comprised 1,000,000 shares, convertible into
common at the ratio of one share of common for each share of preferred converted. The preferred
shares were issued for $35 per share, with total proceeds to the Company of $35,000,000. In
addition to the conversion feature, the Series A preferred stock had the following terms and
conditions:
Liquidation preference. Payments upon a dissolution, merger, acquisition, or sale of
assets are to be paid first to Series A preferred shareholders at $35 per share. Any
amount remaining is paid to the common shareholders based on their respective
ownership. Series A preferred does not participate beyond this initial preference.
Protective provisions. Preferred shareholders are entitled to approve financing,
acquisition, and other significant corporate transactions.
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Control of board of directors. The board of directors consists of six directors. Election
provisions are as follows: (a) Series A preferred shareholders entitled to elect four
directors and (b) two directors elected by the common shareholders.
Drag-along rights. Holders of a majority of Series A preferred may force all other
holders of Series A preferred and all holders of common stock to vote in favor of an
acquisition transaction.
Antidilution; Participation. Preferred stock has antidilution protection, and Series A
preferred stock’s antidilution protection changes to full ratchet antidilution protection in
the event certain financial statement tests are not met. A holder of a significant number
of shares of Series A preferred is automatically entitled to participate in future financing
rounds.
Value Allocation
I4. In December 2002, the Company retained the services of a nationally recognized valuation firm
(the “Firm”) to determine the fair market value of its common stock as of December 31, 2002.
The Firm considered three different methods to allocate the total enterprise value between
common and preferred stock. Considering the market, income, and asset-based approaches to
enterprise valuation, the Firm first determined an enterprise value of $50,000,000.
The Current-Value Method
I5. The current-value method is based on allocating the enterprise value of the Company to the
preferred stock based on the greater of the preferred stock’s liquidation preferences or conversion
value. An assumption underlying this method is that each preferred shareholder will, at the
valuation date, exercise its conversion rights in the manner most beneficial to such preferred
shareholder.
I6. Based on the total enterprise value and the liquidation preferences of the different classes of
preferred stock, any one class of preferred will either: (a) participate as preferred shareholders in
the allocation of enterprise value, or (b) convert into common stock and participate as common
shareholders. That one class of preferred will choose whichever of those two courses of action
yields it the higher dollar amount. If the conversion of a particular class of preferred stock into
common stock would result in a value less than the total liquidation preference of that class, that
class is considered to be “out of the money” and would not convert. If, however, the value of the
common stock would be greater than the liquidation preference of that class, the preferred stock is
considered to be “in the money” and will convert. The common shareholders are assigned a pro
rata share of the residual amount of the value remaining (if any) after the preferred shareholders
are paid.
Appendix I: Illustration of Enterprise Value Allocation Methods
113
I7. Based on the shareholder agreement and capital structure information existing at the valuation
date, the allocation of enterprise value to the Company’s preferred and common shareholders,
assuming that the Company were to liquidate, would be as follows:
Current enterprise value $ 50,000,000
Total liquidation preference for Series A preferred stock $ 35,000,000
Value per share of Series A preferred stock $ 35
Residual value allocated to common stock $ 15,000,000
Value per share of common stock $ 3.75
I8. In view of the above figures, if enterprise value is $50,000,000 at time of liquidation, preferred
shareholders would decide not to convert to common stock because they would receive $10 per
share ($50,000,000 enterprise value divided by 5,000,000 total shares outstanding following
conversion) by converting to common stock as compared with $35 per share without such a
conversion. Preferred shareholders will not convert into common shares unless the fully diluted
value of the common shares exceeds $35 per share. Preferred shareholders will convert their
shares into common stock only when the total enterprise value exceeds $175,000,000. The table
below summarizes the payoff of common stock and preferred stock based on three different
enterprise values:
Enterprise value (A) $50,000,000 $175,000,000 $300,000,000
No. of preferred shares
(20%) assuming no
conversion
1,000,000 1,000,000    1,000,000
No. of common shares
(80%) assuming no
conversion (B)
4,000,000 4,000,000    4,000,000
Preferred stock liquidation
preference assuming no
conversion (C)
$35,000,000 $35,000,000  $35,000,000
If preferred stock does not
convert, common stock
value equals (A) - (C) = (D)
$15,000,000 $140,000,000 $265,000,000
Resulting in a per-share
value, assuming no
conversion, of:
(continued)
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 Enterprise value (A) $50,000,000 $175,000,000 $300,000,000 
Preferred stock $35 $35 $35 
Common stock (D)/(B) $3.75 $35 $66.25 
Preferred stock return 
assuming conversion   ((A) 
x 20%) 
$10,000,000 $35,000,000 $60,000,000 
Common stock return 
assuming conversion   ((A) 
x 80%) 
$40,000,000 $140,000,000 $240,000,000 
Per-share value of:    
Preferred stock $10 $35 $60 
Common stock $10 $35 $60 
Do preferred stockholders 
get higher value by 
converting to common 
stock? 
No No Yes 
Will preferred stockholders 
convert to common stock? 
No Indifferent. Preferred 
stockholders get the same 
payoff under both 
scenarios. 
Yes 
Final enterprise value 
allocation per share: 
   
Preferred stock $35 $35 $60 
Common stock $3.75 $35 $60 
The Option-Pricing Method 
I9. Under the option-pricing method, each class of stock is modeled as a call option with a distinct 
claim on the enterprise value of the Company. The option’s exercise price is based on a 
comparison with the enterprise value (versus “regular” call options that typically involve a 
comparison with a per-share stock price). Both the common stock and preferred stock have, at the 
time of a liquidity event, “payoff diagrams” (see Figures I-1 and I-2 for examples) that are similar 
to the payoff diagrams of regular call options. The characteristics of each class of stock, including 
the conversion ratio and any liquidation preference of the preferred stock, determine the class of 
stock’s claim on the enterprise value. 
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I10. The modeling of common stock as a call option on the Company’s enterprise value is as follows.
If, at the time of a liquidity event, the enterprise value is less than the total liquidation preference
of the preferred stock, the value of the common stock is zero. Conversely, if the enterprise value
exceeds the total liquidation preference of the preferred stock, the common stock will be worth
one dollar for each dollar of enterprise value in excess of the total liquidation preference (as long
as the preferred stock remains outstanding). For the Company, if a liquidity event occurs, then
because of the Series A seniority over common, the proceeds would first satisfy the $35,000,000
liquidation preference of the Series A shareholders. The remaining proceeds would then belong to
the common shareholders. Therefore, the common shares have value only if the proceeds from
the liquidity event exceed $35,000,000. The payoff diagram in Figure I-1 (not drawn to scale)
shows the initial payoff of the common shares in a liquidity event.
Figure I-1 — Payoff to Common Shareholders Under a Liquidity Event
I11. As illustrated in Figure I-1, the total enterprise value will be attributed first to Series A preferred
shareholders up to $35,000,000 and no proceeds will be allocated to common shareholders up to
that amount. Accordingly, preferred shareholders will not convert into common shares unless the
fully diluted value of the common shares exceeds $35 per share. Preferred shareholders have the
potential for an alternate payoff when the fully diluted value of common stock exceeds the
liquidation preference of Series A preferred. The calculation of the enterprise value that leads the
Company’s preferred shareholders to convert their shares into common shares is shown below.
I12. The fully diluted number of common shares in this example is 5,000,000 (4,000,000 common
shares plus 1,000,000 Series A convertible at one to one). Therefore, Series A shareholders will
convert their shares into common shares once the claim on enterprise value of each fully diluted
common share exceeds the liquidation preference of $35 per share. This would occur at any
enterprise value over $175,000,000 (5,000,000 shares times $35 per share).
I13. The payoff diagram in Figure I-2 (not drawn to scale) shows the payoffs of the common and
preferred shares for all possible enterprise values.
$0
Enterprise valueLiquidation
preferences
$35,000,000
Common stock
 value
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Figure I-2 — Payoff to Common and Preferred Shareholders Under a Liquidity Event 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
1st Payoff Up to 
$35,000,000 
100% to preferred 
shareholders 
2nd Payoff $35,000,000 to 
$175,000,000 
100% to common 
shareholders 
3rd Payoff Over 
$175,000,000 
80% to common 
shareholders, 20% to 
preferred 
shareholders 
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I14. By viewing the values of the common and preferred shares as call options on enterprise value,
Figure I-2 shows three such options. The first option belongs to the preferred shareholders, who
have a claim on enterprise value up to $35,000,000. The second option is held by the common
shareholders, who receive all but the first $35,000,000 of the proceeds of a liquidity event for an
enterprise value between $35,000,000 and $175,000,000. The third call option is shared by the
common and preferred shareholders based on their respective ownership percentages (based on
numbers of shares) after the preferred shares have converted into common shares (80 percent
common and 20 percent preferred).
I15. Under one methodology for applying the option-pricing method, the values of the two classes of
stock are expressed as combinations of these call options. The preferred shareholders own 100
percent of the first call option, have given up the value of the entire second call option to the
common shareholders, and share in the value of the third call option at a rate of 20 percent. It can
be shown that the payoff for the preferred shareholders equals the value of the first option, minus
the value of the second option, plus 20 percent of the value of the third option.
I16. Similarly, the common shareholders receive 100 percent of the value of the second call option but
give up 20 percent of the third call option to the preferred shareholders. It can be shown that the
payoff for common shareholders equals the value of the second option minus 20 percent of the
value of the third option.
I17. The Black-Scholes option-pricing model is now applied to value the three call options.1 The
inputs into the Black-Scholes formula are given by:
Underlying asset $50,000,000
1st exercise price $0
2nd exercise price $35,000,000
3rd exercise price $175,000,000
Risk-free rate 5% (assumed for illustration purposes)
Volatility 50% (assumed for illustration purposes)
Time to liquidity 2 years (assumed for illustration purposes)
The results of the Black-Scholes calculations are as follows:
Value of first option $ 50,000,000
Value of second option $ 22,537,210
Value of third option $ 1,290,582
                                                
1 See footnote 50 to paragraph 146.
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Applying the above two combination formulas to derive the value of the Series A preferred shares
and the common shares yields:
Preferred stock
= Value of first option - Value of second option + (Value of third option x 20%)
= $50,000,000 - 22,537,210 + 258,116
= $27,720,906
The per-share value of the Series A preferred stock is therefore $27.72.
Common stock
= Value of second option - (Value of third option x 20%)
= $22,537,210 - 258,116
= $22,279,094
The per-share value of the common stock is therefore $5.57.
To validate the calculations, the total of the values of the Series A preferred and common stock,
as determined above, are shown to equal the total enterprise value of the Company at the
valuation date:
Enterprise value
= Value of common shares + Value of Series A preferred shares
= $22,279,094 + $27,720,906
= $50,000,000
I18. In summary, if a liquidity event occurs when enterprise value is less than $35,000,000, all
proceeds will be allocated to the preferred shareholders. Therefore, the preferred shareholders
own all of the upside benefit from enterprise values up to $35,000,000.
I19. If a liquidity event occurs when enterprise value is between $35,000,000 and $175,000,000, all
proceeds in excess of the liquidation preference will be allocated to the common shareholders.
Therefore, the common shareholders own all of the upside benefit from enterprise values from
$35,000,000 to $175,000,000.
I20. If a liquidity event occurs when enterprise value is greater than $175,000,000, the preferred
stockholders will be economically compelled to convert their shares into common stock. Their 20
percent claim in the enterprise value will be worth more than their liquidation preference.
Therefore, common and preferred stockholders benefit pro rata from upside benefit above
$175,000,000.
I21. The above combination formulas represent one methodology for applying the option-pricing
method. Another methodology is illustrated in Appendix M.
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The Probability-Weighted Expected Return Method
I22. Under the probability-weighted expected return method, the value of an enterprise’s common
stock is estimated based upon an analysis of future values for the Company assuming various
possible future liquidity events (in this case, IPO, strategic sale or merger, dissolution, and private
enterprise [no liquidity event]). Share value is based upon the probability-weighted present value
of expected future net cash flows (distributions to shareholders), considering each of the possible
future events, as well as the rights and preferences of each share class.
I23. As discussed in paragraph 145 of this Practice Aid, there is no single, “generic” method of
applying the probability-weighted expected return method. A valuation specialist uses the method
as a framework for building a model to use in his or her valuation engagements.
I24. The steps in applying this method to the Company are as follows:
• For each possible future event, a range of possible future values of the Company, over
a range of possible event dates, is estimated, and the various enterprise value and event
date combinations are taken into account. Sophisticated applications of the method
may apply a probability distribution to the expected enterprise value, which is
measured in terms of expected future net cash flows. For each probability distribution,
there would be a standard deviation for both enterprise value and event date.
• For each combination of value and date, the rights and preferences of each shareholder
class are considered in order to determine the appropriate allocation of value between
the share classes.
• For each possible event, an expected return is calculated for each share class. This
return is then discounted to a present value using an appropriate risk-adjusted discount
rate. The result is a return, expressed as a per-share value, for each share class, for each
event.
• A probability is estimated for each possible event based on the facts and circumstances
as of the valuation date.
• Based on the probabilities estimated for the possible events, a probability-weighted
return, expressed in terms of a per-share value, is then determined for each share class.
I25. The probability-weighted expected return method incorporates additional information not used in
the illustrations of either the current-value or option-pricing method, as it represents a
fundamentally different approach to the valuation. Critical assumptions required to perform the
probability-weighted expected return method include the following:
Valuations. Expected valuations under each future event scenario, either a point estimate
or a range of possible values around each expected value. These are estimated based
upon an analysis of the Company’s cash flow forecasts, transactions involving sales of
comparable shares in comparable private and public enterprises, and transactions
involving sales of comparable enterprises. The probability distribution of the range of
values may take many forms.
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Timing. Expected date of each event, either a point estimate or range of possible event
dates around each expected date. These are estimated based upon discussion with the
Company’s management and analysis of market conditions. The probability distribution
of the range of dates may take many forms.
Discount rates. Estimates of the risk-adjusted rate of return an investor would require
under each event scenario. The estimates will vary based upon the risk associated with
the specific enterprise and event, and will be determined based upon a review of
observed rates of return on comparable investments in the marketplace.
Discounts. Estimates of appropriate minority or marketability discounts, if any, required
in order to estimate the common share value in certain scenarios.
Event probabilities. Estimates of the probability of occurrence of each event are based on
discussions with the Company’s management and an analysis of market conditions,
including but not limited to an analysis of comparable public enterprises and
transactions.
Inputs chosen for each of the above assumptions depend on the specific facts and circumstances,
including market conditions, of the Company.
I26. Following is a presentation of the assumptions used in the example for the Company, as well as
the results of applying the probability-weighted expected return method to the data. There are four
possible future events considered. Probability distributions and estimated standard deviations
were developed for the possible values or valuations and dates in this example. The assumptions
made by the valuation specialist are shown in boxes in each case. The amounts shown in those
boxes for expected (estimated) values (valuations) and dates, standard deviations, discount rates,
and discount for lack of marketability were used for illustrative purposes only and are not
intended to be indicative of actual or typical amounts.
I27. The boxes below each set of assumptions indicate the calculated share values for both preferred
and common stock under each event, both at the expected event date (future value) and at the
valuation date (present value). The detailed mathematical calculations that were performed for
each value and date combination have been omitted for simplicity of illustration. (In practice,
valuation specialists may use proprietary models to perform these calculations and to develop
inputs for these calculations. Under paragraph 163(i) of this Practice Aid, it is recommended that
the enterprise-specific and general information used by the valuation specialist in performing
these calculations be documented in the valuation report.)
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IPO Scenario—Assumptions 
Expected pre-money valuation $200.0 million 
Standard deviation $ 45.0 million 
Risk-adjusted discount rate 35% 
  
Expected date of IPO 12/1/2004 
Standard deviation (days) 180 
IPO Scenario—Estimated Share Values 
Probability-adjusted (Value and date) 
 
 
Future Value 
(Event Date) 
Present Value 
(Valuation Date) 
Common $40.11 $25.54 
Series A Preferred $41.89 $26.67 
Sale or Merger Scenario—Assumptions 
Expected sales proceeds $150.0 million 
Standard deviation $ 15.0 million 
Risk-adjusted discount rate 35% 
  
Expected date of sale or merger 12/1/2004 
Standard deviation (days) 180 
Sale or Merger Scenario—Estimated Share Values 
Probability-adjusted (Value and date) 
 
 
Future Value 
(Event Date) 
Present Value 
(Valuation Date) 
Common $29.19 $18.59 
Series A Preferred $34.87 $22.21 
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Dissolution Scenario—Assumptions 
Expected dissolution proceeds $20.0 million 
Standard deviation $ 2.0 million 
Risk-adjusted discount rate 35% 
  
Expected date of sale or merger 12/1/2004 
Standard deviation (days) 180 
Dissolution Scenario—Estimated Share Values 
Probability-adjusted (Value and date) 
 
 
Future Value 
(Event Date) 
Present Value 
(Valuation Date) 
Common –0– –0– 
Series A Preferred $19.80 $12.61 
Private Company Scenario—Assumptions ($ millions) 
Estimated total invested capital value  $50.0 
Less: Series A preferred liquidation preference  (35.0) 
Stockholders equity value (freely-traded, minority)  15.0 
Less: discount for lack of marketability 18% (2.7) 
   
Stockholders equity value (closely-held, minority)  $12.3 
Private Company Scenario—Estimated Share Values 
 
 
Future Value 
(Event Date) 
Present Value 
(Valuation Date) 
Common – $3.08 
Series A Preferred – $35.00 
I28. The final step is to weight the above four outcomes of estimated expected share values (estimated 
present values, in the boxes above and to the right) by the estimated probabilities of each of the 
four corresponding liquidity events. Those four estimated probabilities are shown below. 
Applying them to the estimated share values calculated for each liquidity event results in 
estimated fair values of the preferred and common stock of $26.65 and $6.88 per share, 
respectively. 
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Per-Share Present Value Indications
(By exit event and share class)
Future Exit Event
Probability of Future
Exit Event
Series A
Preferred Shares Common Shares
Initial Public Offering 10% $26.67 $25.54
Sale or Merger 15% $22.21 $18.59
Dissolution 25% $12.61 –0–
Private Company (No exit) 50% $35.00 $3.08
Probability-Weighted Values $26.65 $6.88
Summary
I29. The three value allocation methods presented above result in different determinations of fair
value. As discussed in Chapter 10, each method would be more appropriate in certain
circumstances than others. A valuation specialist typically selects one (or at most two) methods
for use in a valuation. Accordingly, there is no comparative or summary presentation in this
appendix of the results of the three methods as applied to the Company.
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APPENDIX J: ILLUSTRATIVE DOCUMENT REQUEST TO
BE SENT TO ENTERPRISE TO BE VALUED
J1. The following document request letter may serve as a starting point for the valuation specialist to
identify and request documents and information needed to perform a valuation of privately held
equity securities issued by an enterprise. Because every enterprise is different, this illustrative
letter, if used, should be modified to fit the particular circumstances of the enterprise.
Furthermore, although the more important documents typically required for a valuation have been
identified herein, it is the responsibility of the valuation specialist to augment this list with any
other items considered appropriate for the circumstances.
October 1, 20XX
CEO or CFO
ABC Company, Inc.
123 Main Street
Anywhere, USA 00000-0000
RE: Valuation Services
Dear CEO or CFO:
We have compiled the following list for ABC Company, Inc., hereinafter referred to as the
Company. Please provide the following documents, if available:
1. Audited annual financial statements for each of the last five years, or from inception,
whichever is shorter. If audited financial statements are not available, please provide
whatever level of financial statements has been prepared.
2. The most recent interim financial statements—month-to-date and year-to-date
3. Income tax returns for periods corresponding to the annual financial statements
4. Copies of all drafts and final private placement memorandums or other documents
produced to solicit investment in the Company
5. A list of the number of shares outstanding, broken down by class, as of the valuation
date
6. Summary of all material transactions in the Company’s stock, including terms and
amounts received
7. Copies of all agreements relating to the Company’s stock, including items such as
registration rights and stockholder agreements
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8. Copies of any business plans or forecasts, even if works-in-progress
9. Pamphlets or brochures detailing operations, services, and/or products of the
Company
10. A press kit, if available
11. Corporate minutes for the last three years
12. Corporate documents including articles of incorporation and bylaws
13. Copies or summaries of any significant loan agreements, security agreements,
guarantees, and notes payable to financial institutions or other lenders
14. Copies of any appraisals performed within the last three years on the Company, real
estate owned by the Company, or personal property directly or indirectly related to
operations or investments
15. Employee or corporate manuals detailing the Company’s history, goals, policies,
procedures, job descriptions, operations, and/or other significant data
16. A list of all key employees, including their dates of hire, positions held, annual
compensation (base and bonus), and stock ownership
17. A list of all personnel who have executed a noncompete agreement or employment
contract with the Company, along with representative copies of such contracts
18. Buy-sell or other agreements between stockholders and the Company
19. A list of all trademarks, trade names, copyrights, domain names, and so on owned,
and any corresponding expiration dates
20. A list, description (including expiration dates), and copies of all patents owned or
applied for
21. Copies of any partnering agreements, revenue sharing agreements, or joint ventures of
strategic importance to the Company
22. For any internally developed software, a description of function, language written in,
man hours to replicate, and list of any comparable off-the-shelf software available
23. Detailed property and depreciation schedules as of the last fiscal year end
24. List of stockholders, including an analysis of the Company’s equity account, including
shares held by individuals, options outstanding (term, grant date, exercise price), and
so on
25. Copies of all stock option plan agreements
26. Detailed option history summarizing the date granted, date exercised, transaction
amounts (gross and net of exercise amount due Company), and number of shares
exercised for all option grants (to the extent not listed in item 24 above)
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27. Summary of stock splits from inception for the stock that underlies the option(s)
28. A list of perceived competitors
There will likely be additional items we will need as our work progresses. In addition, we
will want to visit the Company to conduct our regular interviews. If you have any
questions, please do not hesitate to contact me.
Sincerely,
[Valuation Specialist]
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APPENDIX K: ILLUSTRATIVE LIST OF LIMITING CONDITIONS
OF A VALUATION REPORT1
K1. A valuation report should include a list of any limiting conditions under which the valuation was
performed. This appendix includes an illustrative list. It is important for a reader to understand the
limits of a valuation report. Although a valuation specialist would be expected to question
information received from management if it appeared to be unreasonable or inconsistent,
valuation specialists do not audit the information received from management.
List of Limiting Conditions
1. In accordance with recognized professional ethics, the professional fee for this service
is not contingent upon our conclusion of value, and neither the [Valuation Firm] nor
any of its employees have a present or intended material financial interest in the
subject enterprise valued.
2. The opinion of value expressed herein is valid only for the stated purpose as of the
date of the valuation.
3. Financial statements and other related information provided by [ABC Company] or its
representatives in the course of this investigation have been accepted, without further
verification, as fully and correctly reflecting the enterprise’s business conditions and
operating results for the respective periods, except as specifically noted herein.
4. Public information and industry and statistical information have been obtained from
sources we deem to be reliable; however, we make no representation as to the
accuracy or completeness of such information, and have accepted the information
without further verification.
5. We do not provide assurance on the achievability of the results forecasted by [ABC
Company] because events and circumstances frequently do not occur as expected;
differences between actual and expected results may be material; and achievement of
the forecasted results is dependent on actions, plans, and assumptions of
management.
6. The conclusions of value are based on the assumption that the current level of
management expertise and effectiveness would continue to be maintained and that the
character and integrity of the enterprise through any sale, reorganization, exchange, or
diminution of the owners’ participation would not be materially or significantly
changed.
                                                
1 See paragraph 162(e).
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7. This report and the conclusions arrived at herein are for the exclusive use of our client
for the sole and specific purposes as noted herein. Furthermore, the report and
conclusions are not intended by the author, and should not be construed by the
reader, to be investment advice in any manner whatsoever. The conclusions reached
herein represent the considered opinion of [Valuation Firm], based on information
furnished to them by [ABC Company] and other sources.
8. Neither all nor any part of the contents of this report (especially any conclusions as to
value, the identity of any valuation specialist(s), or the firm with which such valuation
specialists are connected, or any reference to any of their professional designations)
should be disseminated to the public through advertising media, public relations, news
media, sales media, mail, direct transmittal, or any other public means of
communication, without the prior written consent and approval of [Valuation Firm].
9. Future services regarding the subject matter of this report, including, but not limited
to, testimony or attendance in court, shall not be required of [Valuation Firm], unless
previous arrangements have been made in writing.
10. [Valuation Firm] is not an environmental consultant or auditor, and it takes no
responsibility for any actual or potential environmental liabilities. Any person entitled
to rely on this report wishing to know whether such liabilities exist, or their scope, and
the effect on the value of the property is encouraged to obtain a professional
environmental assessment. [Valuation Firm] does not conduct or provide
environmental assessments and has not performed one for the subject property.
11. [Valuation Firm] has not determined independently whether [ABC Company] is subject
to any present or future liability relating to environmental matters (including but not
limited to CERCLA/Superfund liability), nor the scope of any such liabilities. [Valuation
Firm]’s valuation takes no such liabilities into account except as they have been
reported expressly to [Valuation Firm] by [ABC Company], or by an environmental
consultant working for [ABC Company], and then only to the extent that the liability
was reported to us in an actual or estimated dollar amount. Such matters are noted in
the report. To the extent such information has been reported to us, [Valuation Firm]
has relied on it without verification and offers no warranty or representation as to its
accuracy or completeness.
12. [Valuation Firm] has not made a specific compliance survey or analysis of the subject
property to determine whether it is subject to or in compliance with the Americans
with Disabilities Act of 1990 (ADA) and this valuation does not consider the effect, if
any, of noncompliance.
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APPENDIX L: USPAP STANDARDS 9 AND 10*
L1. Standards 9 and 10 of the 2003 Uniform Standards of Professional Appraisal Practice (USPAP)
are reproduced in this appendix with permission of The Appraisal Foundation, as noted below in
the “*” footnote. Every numbered footnote and “Comment” within these reproduced Standards is
part of the original USPAP text. As stated in paragraphs 8 and 48 of this Practice Aid, this
Practice Aid does not endorse any one particular set of valuation standards. The content and
wording of the “*” footnote was a requirement of The Appraisal Foundation and does not
constitute an endorsement.
STANDARD 9: BUSINESS APPRAISAL, DEVELOPMENT
In developing a business or intangible asset appraisal, an appraiser must identify the problem to
be solved and the scope of work necessary to solve the problem and correctly complete the
research and analysis steps necessary to produce a credible appraisal.
Comment: STANDARD 9 is directed toward the substantive aspects of developing a competent
business or intangible asset appraisal. The requirements of STANDARD 9 apply when the
specific purpose of an assignment is to develop an appraisal of a business or intangible asset.
Standards Rule 9-1 (This Standards Rule contains binding requirements from which departure is
not permitted.)
In developing a business or intangible asset appraisal, an appraiser must:
(a) be aware of, understand, and correctly employ those recognized methods and procedures
that are necessary to produce a credible appraisal;
Comment: Changes and developments in the economy and in investment theory have a
substantial impact on the business appraisal profession. Important changes in the financial arena,
securities regulation, and tax law and major new court decisions may result in corresponding
changes in business appraisal practice.
(b) not commit a substantial error of omission or commission that significantly affects an
appraisal; and
Comment: In performing appraisal services, an appraiser must be certain that the gathering of
factual information is conducted in a manner that is sufficiently diligent, given the scope of work
as identified according to Standards Rule 9-2(e), to reasonably ensure that the data that would
                                                
* The Uniform Standards of Professional Appraisal Practice (USPAP) Copyright © 2003 by The Appraisal Foundation
are reproduced with permission of The Appraisal Foundation. Additional copies of USPAP (including Advisory
Opinions and Statements) are available for purchase from The Appraisal Foundation Distribution Center, PO Box 381,
Annapolis Junction, MD, 20701-0381 or by calling 1-800-348-2831.
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have a material or significant effect on the resulting opinions or conclusions are identified and,
when necessary, analyzed. Further, an appraiser must use sufficient care in analyzing such data to
avoid errors that would significantly affect his or her opinions and conclusions.
(c) not render appraisal services in a careless or negligent manner, such as by making a series
of errors that, although individually might not significantly affect the results of an
appraisal, in the aggregate affect the credibility of those results.
Comment: Perfection is impossible to attain and competence does not require perfection.
However, an appraiser must not render appraisal services in a careless or negligent manner. This
rule requires an appraiser to use diligence and care.
Standards Rule 9-2 (This Standards Rule contains binding requirements from which departure is
not permitted.)
In developing a business or intangible asset appraisal, an appraiser must identify:
(a) the client and any other intended users of the appraisal and the client’s intended use of the
appraiser’s opinions and conclusions;
Comment: An appraiser must not allow a client’s objectives or intended use of the appraisal to
cause an analysis to be biased.
(b) the purpose of the assignment, including the standard of value (definition) to be developed;
(c) the effective date of the appraisal;
(d) the business enterprises, assets, or equity to be valued;
(i) identify any buy-sell agreements, investment letter stock restrictions, restrictive
corporate charter or partnership agreement clauses, and any similar features or factors
that may have an influence on value; and
(ii) ascertain the extent to which the interests contain elements of ownership control.
Comment: Special attention should be paid to the attributes of the interest being appraised,
including the rights and benefits of ownership. The elements of control in a given situation may
be affected by law, distribution of ownership interests, contractual relationships, and many other
factors. As a consequence, the degree of control or lack of it depends on a broad variety of facts
and circumstances that must be evaluated in the specific situation.
Equity interests in a business enterprise are not necessarily worth the pro rata share of the
business enterprise value as a whole. Conversely, the value of the business enterprise is not
necessarily a direct mathematical extension of the value of the fractional interests.
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(e) the scope of work that will be necessary to complete the assignment; 
 Comment: The scope of work is acceptable when it is consistent with: 
• the expectations of participants in the market for the same or similar appraisal services; 
and 
• what the appraiser’s peers’ actions would be in performing the same or a similar business 
valuation assignment in compliance with USPAP.46 
 An appraiser must have sound reasons in support of the scope of work decision and must be 
prepared to support the decision to exclude any information or procedure that would appear to be 
relevant to the client, an intended user, or the appraiser’s peers in the same or a similar 
assignment. An appraiser must not allow assignment conditions to limit the extent of research or 
analysis to such a degree that the resulting opinions and conclusions developed in an assignment 
are not credible in the context of the intended use of the appraisal. 
(f) any extraordinary assumptions necessary in the assignment; and 
 Comment: An extraordinary assumption may be used in an appraisal only if: 
• it is required to properly develop credible opinions and conclusions; 
• the appraiser has a reasonable basis for the extraordinary assumption; 
• use of the extraordinary assumption results in a credible analysis; and 
• the appraiser complies with the disclosure requirements set forth in USPAP for 
extraordinary assumptions. 
(g) any hypothetical conditions necessary in the assignment. 
 Comment: A hypothetical condition may be used in an appraisal only if: 
• use of the hypothetical condition is clearly required for legal purposes, for purposes of 
reasonable analysis, or for purposes of comparison; 
• use of the hypothetical condition results in a credible analysis; and 
• the appraiser complies with the disclosure requirements set forth in USPAP for 
hypothetical conditions. 
Standards Rule 9-3 (This Standards Rule contains binding requirements from which departure is 
not permitted.) 
In developing a business or intangible asset appraisal relating to an equity interest with the ability 
to cause liquidation of the enterprise, an appraiser must investigate the possibility that the 
business enterprise may have a higher value by liquidation of all or part of the enterprise than by 
continued operation as is. If liquidation of all or part of the enterprise is the indicated basis of 
valuation, an appraisal of any real estate or personal property to be liquidated may be 
appropriate. 
                                                 
46 See Statement on Appraisal Standards No. 7 (SMT-7), page 95. 
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Comment: This rule requires the appraiser to recognize that continued operation of a business is
not always the best premise of value because liquidation of all or part of the enterprise may result
in a higher value. However, this typically applies only when the business equity being appraised
is in a position to cause liquidation. If liquidation of all or part of the enterprise is the appropriate
premise of value, competency in the appraisal of assets such as real estate (STANDARD 1) and
tangible personal property (STANDARD 7) may be required to complete the business appraisal
assignment.
Standards Rule 9-4 (This Standards Rule contains specific requirements from which departure is
permitted. See the DEPARTURE RULE.)
In developing a business or intangible asset appraisal, an appraiser must collect and analyze all
information pertinent to the appraisal problem, given the scope of work identified in accordance
with Standards Rule 9-2(e).
(a) An appraiser must develop value opinion(s) and conclusion(s) by use of one or more
approaches that apply to the specific appraisal assignment; and
Comment: This Standards Rule requires the appraiser to use all relevant approaches for which
sufficient reliable data are available. However, it does not mean that the appraiser must use all
approaches in order to comply with the Rule if certain approaches are not applicable.
(b) include in the analyses, when relevant, data regarding:
(i) the nature and history of the business;
(ii) financial and economic conditions affecting the business enterprise, its industry, and
the general economy;
(iii) past results, current operations, and future prospects of the business enterprise;
(iv) past sales of capital stock or other ownership interests in the business enterprise being
appraised;
(v) sales of similar businesses or capital stock of publicly held similar businesses;
(vi) prices, terms, and conditions affecting past sales of similar business equity; and
(vii) economic benefit of intangible assets.
Comment: This Standards Rule directs the appraiser to study the prospective and retrospective
aspects of the business enterprise and to study it in terms of the economic and industry
environment within which it operates. Further, sales of securities of the business itself or similar
businesses for which sufficient information is available should also be considered.
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Standards Rule 9-5 (This Standards Rule contains binding requirements from which departure is
not permitted.)
In developing a business or intangible asset appraisal, an appraiser must reconcile the indications
of value resulting from the various approaches to arrive at the value conclusion.
Comment: The appraiser must evaluate the relative reliability of the various indications of value.
The appraiser must consider the quality and quantity of data leading to each of the indications of
value. The value conclusion is the result of the appraiser’s judgment and not necessarily the result
of a mathematical process.
STANDARD 10: BUSINESS APPRAISAL, REPORTING
In reporting the results of a business or intangible asset appraisal, an appraiser must
communicate each analysis, opinion, and conclusion in a manner that is not misleading.
Comment: STANDARD 10 addresses the content and level of information required in a report
that communicates the results of a business or intangible asset appraisal developed under
STANDARD 9.
STANDARD 10 does not dictate the form, format, or style of business or intangible asset
appraisal reports, which are functions of the needs of users and providers of appraisal services.
The substantive content of a report determines its compliance.
Standards Rule 10-1 (This Standards Rule contains binding requirements from which departure
is not permitted.)
Each written or oral business or intangible asset appraisal report must:
(a) clearly and accurately set forth the appraisal in a manner that will not be misleading;
(b) contain sufficient information to enable the intended user(s) to understand it and note any
specific limiting conditions concerning information; and
(c) clearly and accurately disclose any extraordinary assumption or hypothetical condition that
directly affects the appraisal and indicate its impact on value.
Comment: This requirement calls for a clear and accurate disclosure of any extraordinary
assumptions or hypothetical conditions that directly affect an analysis, opinion, or conclusion.
Examples might include items such as the execution of a pending agreement, atypical financing,
infusion of additional working capital or making other capital additions, or compliance with
regulatory authority rules. The report should indicate whether the extraordinary assumption or
hypothetical condition has a positive, negative, or neutral impact on value.
Valuation of Privately-Held-Company Equity Securities Issued as Compensation 
136 
Standards Rule 10-2 (This Standards Rule contains binding requirements from which departure 
is not permitted.) 
Each written business appraisal or intangible asset appraisal report must be prepared in 
accordance with one of the following options and prominently state which option is used: 
Appraisal Report or Restricted Use Appraisal Report. 
 Comment: When the intended users include parties other than the client, an Appraisal Report 
must be provided. When the only intended user is the client, a Restricted Use Appraisal Report 
may be provided. 
 The essential difference between these options is in the content and level of information provided. 
 An appraiser may use any other label in addition to, but not in place of, the label set forth in this 
STANDARD for the type of report provided. 
 The report content and level of information requirements set forth in this STANDARD are 
minimums for both types of report. An appraiser must ensure that any intended user of the 
appraisal is not misled and that the report complies with the applicable content requirements set 
forth in this Standards Rule. 
 A party receiving a copy of an appraisal report does not become an intended user of the appraisal 
unless the client identifies such party as an intended user as part of the assignment. 
(a) The content of an Appraisal Report must be consistent with the intended use of the 
appraisal and, at a minimum: 
 (i) state the identity of the client and any intended users, by name or type; 
 Comment: An appraiser must use care when identifying the client to ensure a clear 
understanding and to avoid violations of the Confidentiality section of the ETHICS RULE. 
In those rare instances when the client wishes to remain anonymous, an appraiser must still 
document the identity of the client in the workfile but may omit the client’s identity in the 
report. 
 (ii) state the intended use of the appraisal;47 
 (iii) summarize information sufficient to identify the business or intangible asset appraised; 
 Comment: The identification information must include property characteristics relevant to 
the assignment. 
 (iv) state as relevant to the assignment, the extent to which the business interest or the 
interest in the intangible asset appraised contains elements of ownership control, 
including the basis for that determination; 
                                                 
47 See Statement on Appraisal Standards No. 9 (SMT-9) on page 105. 
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(v) state the purpose of the appraisal, including the standard of value (definition) and its
source;
Comment: Stating the standard of value requires the definition itself and any comments
needed to clearly indicate to the reader how the definition is being applied.
(vi) state the effective date of the appraisal and the date of the report;
Comment: The effective date of the appraisal establishes the context for the value opinion,
while the date of the report indicates whether the perspective of the appraiser on the market
or property use conditions as of the effective date of the appraisal was prospective, current,
or retrospective.
(vii) summarize sufficient information to disclose to the client and any intended users of the
appraisal the scope of work used to develop the appraisal;
Comment: This requirement is to ensure that the client and intended users whose expected
reliance on an appraisal may be affected by the extent of the appraiser’s investigation are
properly informed and are not misled as to the scope of work. The appraiser has the burden
of proof to support the scope of work decision and the level of information included in a
report.
(viii)state all assumptions, hypothetical conditions, and limiting conditions that affected the
analyses, opinions, and conclusions;
Comment: Typical or ordinary assumptions and limiting conditions may be grouped
together in an identified section of the report. An extraordinary assumption or hypothetical
condition must be disclosed in conjunction with statements of each opinion or conclusion
that was affected.
(ix) summarize the information analyzed, the appraisal procedures followed, and the
reasoning that supports the analyses, opinions, and conclusions;
Comment: The appraiser must attempt to determine that the information provided is
sufficient for the client and intended users to adequately understand the rationale for the
opinion and conclusions.
(x) state and explain any permitted departures from specific requirements of
STANDARD 9 and the reason for excluding any of the usual valuation approaches;
and
Comment: An Appraisal Report must include sufficient information to indicate that the
appraiser complied with the requirements of STANDARD 9, including any permitted
departures from the specific requirements. The amount of detail required will vary with the
significance of the information to the appraisal.
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When the DEPARTURE RULE is invoked, the assignment is deemed to be a Limited
Appraisal. Use of the term “Limited Appraisal” makes clear that the assignment involved
something less than or different from the work that could have and would have been
completed if departure had not been invoked. The report of a Limited Appraisal must
contain a prominent section that clearly identifies the extent of the appraisal process
performed and the departures taken.
(xi) include a signed certification in accordance with Standards Rule 10-3.
(b) The content of a Restricted Use Appraisal Report must be for client use only and consistent
with the intended use of the appraisal and, at a minimum:
(i) state the identity of the client;
Comment: An appraiser must use care when identifying the client to ensure a clear
understanding and to avoid violations of the Confidentiality section of the ETHICS RULE.
(ii) state the intended use of the appraisal;
Comment: The intended use of the appraisal must be client use only.
(iii) state information sufficient to identify the business or intangible asset appraised;
Comment: The identification information must include property characteristics relevant to
the assignment.
(iv) state as relevant to the assignment, the extent to which the business interest or the
interest in the intangible asset appraised contains elements of ownership control,
including the basis for that determination;
(v) state the purpose of the appraisal, including the standard of value (definition) and its
source;
(vi) state the effective date of the appraisal and the date of the report;
Comment: The effective date of the appraisal establishes the context for the value opinion,
while the date of the report indicates whether the perspective of the appraiser on the market
or property use conditions as of the effective date of the appraisal was prospective, current,
or retrospective.
(vii) state the extent of the process of collecting, confirming, and reporting data or refer to
an assignment agreement retained in the appraiser’s workfile that describes the scope
of work to be performed;
Comment: When any portion of the work involves significant business appraisal assistance,
the appraiser must state the extent of that assistance. The signing appraiser must also state
the name(s) of those providing the significant business appraisal assistance in the
certification, in accordance with SR 10-3.
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(viii)state all assumptions, hypothetical conditions, and limiting conditions that affect the
analyses, opinions, and conclusions;
Comment: Typical or ordinary assumptions and limiting conditions may be grouped
together in an identified section of the report. An extraordinary assumption or hypothetical
condition must be disclosed in conjunction with statements of each opinion or conclusion
that was affected.
(ix) state the appraisal procedures followed, state the value opinion(s) and conclusion(s)
reached, and reference the workfile;
Comment: An appraiser must maintain a specific, coherent workfile in support of a
Restricted Use Appraisal Report. The contents of the workfile must be sufficient for the
appraiser to produce an Appraisal Report. The file must be available for inspection by the
client (or the client’s representatives, such as those engaged to complete an appraisal
review), such third parties as may be authorized by due process of law, and a duly
authorized professional peer review committee except when such disclosure to a committee
would violate applicable law or regulation.
(x) state and explain any permitted departures from applicable specific requirements of
STANDARD 9; state the exclusion of any of the usual valuation approaches; and state
a prominent use restriction that limits use of the report to the client and warns that the
appraiser’s opinions and conclusions set forth in the report cannot be understood
properly without additional information in the appraiser’s workfile; and
Comment: When the DEPARTURE RULE is invoked, the assignment is deemed to be a
Limited Appraisal. Use of the term “Limited Appraisal” makes it clear that the assignment
involved something less than or different from the work that could have and would have
been completed if departure had not been invoked. The report of a Limited Appraisal must
contain a prominent section that clearly identifies the extent of the appraisal process
performed and the departures taken.
The Restricted Use Appraisal Report is for client use only. Before entering into an
agreement, the appraiser should establish with the client the situations where this type of
report is to be used and should ensure that the client understands the restricted utility of the
Restricted Use Appraisal Report.
(xi) include a signed certification in accordance with Standards Rule 10-3.
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Standards Rule 10-3 (This Standards Rule contains binding requirements from which departure
is not permitted.)
Each written business or intangible asset appraisal report must contain a signed certification that
is similar in content to the following form:
I certify that, to the best of my knowledge and belief:
– the statements of fact contained in this report are true and correct.
– the reported analyses, opinions, and conclusions are limited only by the reported
assumptions and limiting conditions and are my personal, impartial, and unbiased
professional analyses, opinions, and conclusions.
– I have no (or the specified) present or prospective interest in the property that is the
subject of this report, and I have no (or the specified) personal interest with respect to
the parties involved.
– I have no bias with respect to the property that is the subject of this report or to the
parties involved with this assignment.
– my engagement in this assignment was not contingent upon developing or reporting
predetermined results.
– my compensation for completing this assignment is not contingent upon the
development or reporting of a predetermined value or direction in value that favors
the cause of the client, the amount of the value opinion, the attainment of a stipulated
result, or the occurrence of a subsequent event directly related to the intended use of
this appraisal.
– my analyses, opinions, and conclusions were developed, and this report has been
prepared, in conformity with the Uniform Standards of Professional Appraisal Practice.
– no one provided significant business appraisal assistance to the person signing this
certification. (If there are exceptions, the name of each and the significant business
appraisal assistance must be stated.)
Comment: A signed certification is an integral part of the appraisal report. An appraiser who signs
any part of the appraisal report, including a letter of transmittal, must also sign this certification.
Any appraiser(s) who signs a certification accepts full responsibility for all elements of the
certification, for the assignment results, and for the contents of the appraisal report.
When a signing appraiser(s) has relied on work done by others who do not sign the certification,
the signing appraiser is responsible for the decision to rely on their work. The signing appraiser(s)
is required to have a reasonable basis for believing that those individuals performing the work are
competent and that their work is credible.
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The names of individuals providing significant business appraisal assistance who do not sign a
certification must be stated in the certification. It is not required that the description of their
assistance be contained in the certification but disclosure of their assistance is required in
accordance with SR 10-3(a) or (b)(vii), as applicable.
Standards Rule 10-4 (This Standards Rule contains specific requirements from which departure
is permitted. See DEPARTURE RULE.)
An oral business or intangible asset appraisal report must, at a minimum, address the substantive
matters set forth in Standards Rule 10-2(a).
Comment: See the Record Keeping section of the ETHICS RULE for corresponding
requirements.
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APPENDIX M: ILLUSTRATIVE VALUATION REPORT
M1. The valuation report presented in this appendix is for illustrative purposes only. The company,
technology, and industry referred to herein are entirely fictitious, as is all of the financial and
descriptive information related thereto. The report illustrates a contemporaneous valuation
performed by an unrelated valuation specialist.
M2. The report illustrates, in Sections 6 through 8, all three of the value allocation methods discussed
in Chapter 10 of this Practice Aid. In a typical, actual valuation report, a valuation specialist
would not use all three methods. Generally, one (or at most two) of the three methods would be
used. Chapter 10 discusses circumstances under which each of the three methods may or may not
be appropriate. The circumstances under which the current-value method would be appropriate
would not be expected to be the same as those under which the other two methods would be
appropriate.
M3. The illustrative valuation report is referenced back to the applicable paragraphs in Chapter 11 of
this Practice Aid. Curved brackets {} are used to indicate the applicable paragraph(s) referenced.
In particular, references are made to paragraph 162, which lists items a valuation report should
include, and paragraph 163, which lists items the task force recommends (where applicable and
appropriate) a valuation report include. For purposes of illustration, the report excludes items f
and h in paragraph 162 and excludes some of the items recommended in paragraph 163; see
paragraph M4. The list of major assumptions used in determining the valuation conclusion
(paragraph 162(f)) was omitted because with this appendix’s valuation report illustrating three
allocation methods (see paragraph M2), and with many of the assumptions herein being generic
(for example, “X percent”), the task force believed that including three such assumption lists
would make the report confusing and cumbersome.
M4. Many of the explanations and discussions provided in this report are, for purposes of illustration,
abbreviated from what they would typically be in an actual valuation report. They do not
necessarily reflect the amount of explanation or discussion that would appear in an actual
valuation report. Space considerations necessitated truncating or omitting certain sections from
the illustrative valuation report—for example, the exhibits that would normally be included in a
valuation report were excluded, as were many details that could be characterized as particularly
enterprise-specific. The report that follows may thus be more appropriately characterized as
excerpts from an illustrative valuation report, but for simplicity it is referred to as an “illustrative
valuation report.”
M5. Upper or lower case “X’s” are used in the report to indicate a quantity or value that was omitted
from the illustration. The use of “x” or “X” for multiple items does not imply that the quantity or
value was the same for such items.
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ILLUSTRATIVE COVER LETTER ACCOMPANYING VALUATION
REPORT {par. 158}
March 1, 2003
Ms. Jane Doe
Chief Financial Officer
ABC Technology Services, Inc.
123 Anywhere Street
City, State 12345-6789
Dear Ms. Doe:
Pursuant to your request, XYZ Valuation Specialists, Inc. (“Appraiser”) has prepared an
analysis with respect to the fair value of the common equity of ABC Technology Services,
Inc. (“ABC” or “the Company”) as of January 31, 2003 (“Valuation Date”) for purposes of
financial statement preparation under generally accepted accounting principles. Based in
City, State, ABC provides Web-based automobile sales, financing, and loan servicing
solutions to automotive dealers, lenders, and municipalities throughout the United States.
This letter is intended to provide you with an overview of the purpose and scope of our
analyses and our conclusions. Please refer to the attached report for a discussion and
presentation of the analyses performed in connection with this engagement.
PURPOSE AND SCOPE
The objective of this engagement is to estimate the per-share fair value of the common
equity of ABC, on a closely-held, minority basis, as of the Valuation Date. The purpose of
this engagement is to assist ABC management (“Management”) with its financial reporting
with respect to the grant of certain stock options. Accordingly, this valuation opinion should
not be used for any other purpose or distributed to third parties without the express
knowledge and written consent of Appraiser.
Fair value is defined as:
The amount at which an asset (liability) could be bought (incurred) or sold (settled) in a
current transaction between willing parties, that is, other than in a forced or liquidation
sale.
LIMITING CONDITIONS
[Omitted from illustrative report due to space considerations. (See Appendix K of this
Practice Aid.)]
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SUMMARY OF FINDINGS
Based upon the analyses described in the accompanying report, it is our opinion that the fair
value of the common equity of ABC, on a closely-held, minority basis, as of the Valuation
Date, is reasonably estimated in the amount of $VALUE per share.
During the course of our valuation analyses, we were provided with pro forma and forecast
financial and operational data regarding ABC. Without independent verification, we have
relied upon these data as accurately reflecting the results of the operations and financial
position of the Company. As valuation consultants, we have not audited these data and
express no opinion or other form of assurance regarding their accuracy or fairness of
presentation.
We are unrelated to ABC and have no current or expected interest in the Company or its
assets. The results of our analyses were in no way influenced by the fee paid for our
services. Additional Business Terms and Conditions under which this assignment was
performed are included as an attachment, incorporated herein by reference, to this report.
We are pleased to provide this valuation service to ABC. Should you have any questions
concerning our analysis or report, please contact David Jones at (123) 456-7890.
Respectfully submitted,
XYZ Valuation Specialists
Attachment
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ILLUSTRATIVE VALUATION REPORT
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Exhibits [omitted from illustrative report due to space considerations]
[Note to Table of Contents: This report illustrates, in Sections 6 through 8, all three of the value
allocation methods discussed in Chapter 10 of this Practice Aid. In a typical, actual valuation
report, a valuation specialist would not use all three methods. Generally, only one (or at most two)
of the three methods would be used. Chapter 10 discusses circumstances under which each of the
three methods may or may not be appropriate. The circumstances under which the current-value
method would be appropriate would not be expected to be the same as those under which the other
two methods would be appropriate.]
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INDEX TO EXHIBITS {par. 163(a)}
[EXHIBITS OMITTED FROM ILLUSTRATIVE REPORT DUE TO SPACE CONSIDERATIONS]
Current-Value Method
Exhibit 1 Valuation Summary
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Exhibit 5 Capital Structure
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Exhibit 2 IPO Scenario Analysis
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Exhibit 5 Private Company Scenario Analyses
Exhibit 6 Capital Structure
Option-Pricing Method
Exhibit 1 Valuation Summary
Exhibit 2 Option Analysis
Exhibit 3 Market Approach
Exhibit 4 Income Approach
Exhibit 5 Cost-of-Capital Analysis
Exhibit 6 Capital Structure
Exhibit 7 Volatility Study
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1. Engagement Overview {par. 163(b)}
1.1 Background {par. 162(b),(c),(d)}
Pursuant to your request, XYZ Valuation Specialists, Inc. (“Appraiser”) has prepared an
independent analysis with respect to the fair value of the common equity of ABC Technology
Services, Inc. (“ABC” or “the Company”) as of January 31, 2003 (“Valuation Date”) on a minority
interest basis. This report is intended to provide you with a detailed overview of the subject
company, the purpose and scope of our analyses, the specific analyses performed, and our
conclusions. Please refer to the attached exhibits for a presentation of the analyses performed in
connection with this engagement.
1.2 Engagement Purpose and Scope {par. 162(a),(d)}
The objective of this engagement is to estimate the per-share fair value of the common equity of the
Company, on a closely-held, minority basis, as of the Valuation Date. The purpose of this
engagement is to assist ABC management (“Management”) with its financial reporting, under
Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards No.
123, Accounting for Stock-Based Compensation, with respect to the grant of certain stock options.
Accordingly, this valuation opinion should not be used for any other purpose or distributed to third
parties without the express knowledge and written consent of Appraiser.
1.2.1 FAIR VALUE DEFINITION
Fair Value is defined by the FASB as:
The amount at which an asset (liability) could be bought (incurred) or sold (settled)
in a current transaction between willing parties, that is, other than in a forced or
liquidation sale.
1.2.2 SCOPE OF ANALYSIS {par. 162(a)}
In conducting this fair value study, our investigation and analysis included, but was not necessarily
limited to, the following steps:
 Detailed interviews with Management concerning the assets, financial and operating history,
and forecast future operations of the Company;
 Analysis of audited and unaudited historical and forecast financial statements and other
financial and operational data concerning the Company;
 Review of corporate documents, including but not limited to preferred shareholder
agreements and capitalization summary of preferred and common shares, options, and
warrants;
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 Independent research concerning the Company, its financial and operating history, the
nature of its product technologies, and its competitive position in the marketplace;
 Independent research concerning the automotive finance industry;
 Research and analysis concerning comparable public companies, and transactions involving
comparable public and private companies;
 Independent research concerning the current economic conditions and outlook for the United
States economy, as well as global economic conditions; and
 Analysis and estimation of the fair value of the common equity of ABC, on a minority
interest basis, as of January 31, 2003.
1.3 Summary of Findings {par. 162(e),(g); 163(j),(k)}
Based upon the analyses in this report, it is our opinion that the fair value of the common equity of
the Company, on a closely-held, minority basis, as of January 31, 2003, is reasonably estimated in
the amount of $VALUE per share.
During the course of our valuation analyses, we were provided with unaudited pro forma and
forecast financial and operational data regarding the Company. Without independent verification,
we have relied upon these data as accurately reflecting the results of the operations and financial
position of the Company. We have reviewed for reasonableness these data, in light of the industry
and economic data discussed in this report and the results of our interviews of Management, and we
have no reason to believe the data are unreasonable. However, as valuation consultants, we have not
audited these data and express no opinion or other form of assurance regarding their accuracy or
fairness of presentation.
We are unrelated to the Company and have no current or expected interest in the Company or its
assets. The results of our analyses were in no way influenced by the fee paid for our services.
Additional Business Terms and Conditions1 under which this assignment was performed are
included as an attachment, incorporated herein by reference, to the accompanying report.
2.  Company Overview {par. 163(e)}
The following sections provide an overview of the Company’s history, products and services,
facilities, management team, capital structure, and financial position.
                                                       
1 Each valuation specialist typically will have business terms and conditions governing the business relationship
between the valuation specialist and the subject enterprise. The business terms and conditions typically would include
not only the limiting conditions described in Appendix K of this Practice Aid, but other pertinent terms and conditions
as well (relating to, for example, legal issues).
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2.1 Corporate History
Based in City, State, ABC was founded following one individual’s experience with buying,
financing, and insuring a car. Mr. John Adams, founder, chairman, and chief technology officer,
decided to change the process of buying, financing, and insuring a car. With funding from Big
Venture Capital Firm and Small Venture Capital Firm, Mr. Adams founded ABC and embarked on
improving the car buying process through technology and process innovation.
In 1999, ABC introduced the first online platform enabling automobile dealers, lenders, borrowers,
and insurers to share, edit, view, and manage documents online. As the Company grew and its
services business expanded throughout California, so did the technology. By February 2000, the
Company began providing services in selected California counties. In March 2000, the Company
expanded its services to 32 additional states with the acquisition of Tech Service Co.
By the end of 2000, ABC’s technology enabled a dealer to close a transaction completely and
seamlessly online, from initial contact through issuing the title, registration, and insurance
paperwork. With the Company’s client services center in Chicago processing sales, in early 2002
ABC opened a second client service center in Atlanta. The Company also introduced the first eCar
Sales2 technology platform compliant with auto, lending, and insurance industry guidelines.
2.2 Products/Services
ABC’s services include:
 Proprietary eCar Sales solution;
 National financing sourcing, processing, titling, registration, and insurance services;
and
 Consulting, support, training, and integration services.
ABC’s XML-based eCar Sales solution takes advantage of proprietary technology both to create
electronic transactions and to add efficiencies to paper sale and financing processing. Dealers and
lenders use their current financing origination systems and integrate with eCar Sales using secure
XML-based Web services to post data and documents to the system. Documents can be accepted in
a variety of formats. With eCar Sales, both dealers and lenders can collect data for the transaction
and transfer it into the eCar Sales workstation. Documents can be reviewed prior to signing by all
participants, including the consumers, to ensure that full disclosure of all fees occurs before signing
and that any errors are detected early. Consumers can also use eCar Sales for actual tax, title, and
licensing fees.
                                                       
2 The name “eCar Sales” is intended to be fictitious and is for illustration purposes only. Any resemblance to any past,
present, or future actual entity or Web site is purely coincidental.
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At signing, the documents for recording are printed for wet-ink signature because most Departments
of Motor Vehicles (DMVs) still require paper documents, although ABC’s technology is prepared
to support digital signatures for all documents. Consumer signatures, both digital and wet-ink, are
authenticated by notary. A network of notaries has been authenticated and certified within eCar
Sales to support financings on behalf of participating lenders. Public key infrastructure (“PKI”)
technology supports notary authentication and ensures tamper-proof documents throughout the
financing process.
ABC currently offers eCar Sales only in an application service provider (“ASP”) model. The
Company anticipates demand for in-house installations and intends to package the application if a
client requests it. The Company’s solution is offered on a fee-per-transaction model, payable either
by the dealer or the lender.
2.3 Facilities
The Company operates out of leased headquarters in City, State 1, with sales offices in State 2 and
State 3.
2.4 Management Team and Workforce
As noted earlier, the Company’s senior management and product development team is composed of
experienced industry talent. Some of the key members of the team include:
Mr. John Adams, Chairman and Chief Technology Officer: As Chief Technology
Officer, Mr. Adams is responsible for driving technology standards aimed at
streamlining processes within the automotive industry as well as steering the long-term
technology and business strategy for ABC. Prior to co-founding ABC, Mr. Adams
served as a consultant with Medium Venture Capital Firm. One of his key areas of focus
was guiding e-commerce companies as they developed and launched new technology
products. From 1995 to 1998, he served as Vice President of Engineering for Large Tech
Co, where he helped shape the vision and delivered e-commerce infrastructure solutions
for the Internet. From 1985 to 1995, he was a senior manager in the Tools and
Environments Group at Large Software Co, where he helped create the architecture and
directed the development of object-oriented tools and technologies. Mr. Adams has a
Masters in Mechanical Engineering from Big University and a Bachelor of Technology
from the Best Institute of Technology in London, England.
Ms. Betsy Ross, President and Chief Executive Officer: Ms. Ross was hired in October
2002 to lead ABC as President and Chief Executive Officer. Before joining ABC, Ms.
Ross spent 12 years with Large Service Co, most recently as Director of Financial
Services. Ms. Ross also served as Chief Executive Officer of Another Service Co. Prior
to that, Ms. Ross held a variety of executive positions with automotive and financing
firms, where she developed an in-depth knowledge of the industry.
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Mr. George Washington, Senior Vice President of Corporate Development: Mr.
Washington is responsible for ABC’s strategic planning, business development,
marketing, and management. Mr. Washington joined ABC in 2001 as Vice President of
Product Marketing and also served as Vice President of Marketing and Business
Development before his promotion to Senior Vice President. Immediately prior to
joining ABC, Mr. Washington was founder and principal of Big Consulting Co, working
with start-ups and major technology players. From 1995 to 2001, Mr. Washington was
Vice President of Marketing of eCommerce Infrastructure Co, a software firm
specializing in Internet-based knowledge management solutions. From 1988 to 1995,
Mr. Washington was at Computing Co, where he worked on projects in the hardware,
software, and Internet areas. Mr. Washington has a Bachelor of Arts in Economics from
Small College and a Masters in Business Administration from Big State University.
Mr. Ben Franklin, Senior Vice President, Chief Information Officer: Mr. Franklin leads
the Company’s software engineering and information technology (“IT”) strategy,
including technology infrastructure for ABC’s entities and facilities. Mr. Franklin joined
ABC in 2000 as a software architect and quickly advanced to Director of Engineering.
He also held the position of Vice President of Engineering before his promotion to
Senior Vice President. At ABC, Mr. Franklin led the effort to develop eCar Sales and is
actively working with the Automobile Dealers Association’s industry standards
committee to standardize car sales and finance requirements. Mr. Franklin has a
Bachelor and Masters of Science in Mathematics from Great Educational Institution.
Ms. Mary Lincoln, Senior Vice President, Sales: As Senior Vice President of Sales, Ms.
Lincoln is responsible for expanding ABC’s roster of automotive and lender clients who
are benefiting from the Company’s innovative technology and superior customer service.
Before joining ABC, Ms. Lincoln was at Big Financial Service Co and was responsible
for improving skills and performance of sales leaders and sales executives throughout
the world. From 1979 to 1995, Ms. Lincoln held a series of high-level positions with the
East Coast Co, eventually taking responsibility for East Coast’s global business
development and marketing, reengineering the product’s division for greater returns. Ms.
Lincoln holds a Bachelors Degree in Industrial Automation from the Foreign
Technology Institute.
As of the Valuation Date, the Company employed approximately 85 people at its State 1, State 2,
and State 3 locations. Table 1 provides a breakdown of the assembled workforce by functional area.
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TABLE 1
ABC TECHNOLOGY SERVICES, INC.
ASSEMBLED WORKFORCE
As of January 31, 2003
Department
Number of
Employees
Finance, administrative, and executive 10
Operations 20
Engineering 40
Marketing and sales  15
  Total  85
Note: Data provided by Management.
2.5 Capital Structure
The Company has two classes of stock, common and preferred, and is authorized to issue a total of
96.4 million shares—65.2 million shares of common stock and 31.2 million shares of preferred
stock. As of the Valuation Date, ABC has three classes of preferred stock issued and outstanding:
Series A preferred stock (“Series A”), Series B preferred stock (“Series B”) and Series C preferred
stock (“Series C”). The number of outstanding shares in each class, as of the Valuation Date, is as
follows:
TABLE 2
ABC TECHNOLOGY SERVICES, INC.
CAPITAL STRUCTURE
As of January 31, 2003
Class Total Number of Shares
Series A – Preferred stock 13,650,000
Series B – Preferred stock 5,040,000
Series C – Preferred stock 9,701,000
Common stock 20,132,000
Options – Common stock  2,178,000
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The rights, preferences, privileges, and restrictions granted to and imposed on the Series A, Series
B, and Series C preferred stock are as follows:
Dividend Provisions
The holders of shares of preferred stock are entitled to receive dividends, prior to the common stock
shareholders, at the rate of $0.02667 per share of Series A, $0.2384 per share of Series B, and
$0.1072 per share of Series C. Such dividends are not cumulative.
Liquidation Preference
In the event of a liquidation, the holders of Series C are entitled to receive prior and in preference to
any distribution of the assets of the Company to the holders of Series B, Series A, and common
stock at the amount of $1.34 per share for each share of Series C held.
The holders of Series A and Series B are entitled to receive prior and in preference to any
distribution of the assets of the Company to the holders of common stock at the amount of $0.33333
and $2.98 per share for Series A and Series B, respectively. If the assets to be distributed are
insufficient to permit the payment to Series A and Series B shareholders, then the assets of the
Company available for distribution are to be distributed ratably in proportion to the preferential
amount each holder is otherwise entitled to receive.
Conversion
Series A, Series B, and Series C are convertible, at the holder’s option, into shares of common
stock. The conversion price per share of Series A, Series B, and Series C is $0.33333, $2.98, and
$1.34, respectively.
Voting Rights
The holders of each share of Series A, Series B, and Series C have the right to one vote for each
share of common stock into which such preferred stock could then be converted, and with respect to
such vote, such holders have full voting rights equal to the voting rights of the holders of common
stock.
2.6 Financial Analysis {par. 163(g)}
An overview of Company’s financial performance for the three-year period from year ended
December 31, 2000 through December 31, 2002 is presented in Table 3, and its financial position as
of each period end is presented in Table 4.3
                                                       
3 The financial statements included in this illustrative valuation report are solely for purposes of illustration and to
support the discussion of the enterprise’s historical and expected financial performance as discussed in paragraph 163(g)
of this Practice Aid. They are not required and are not necessarily representative of the extent to which historical
financial information would be included in an actual valuation report. For example, for a start-up enterprise that is only
a few months old, there may be no historical financial information available. Alternatively, for an enterprise that is at a
later stage of development, there may be more extensive historical financial information presented.
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TABLE 3
ABC TECHNOLOGY SERVICES, INC.
HISTORICAL INCOME STATEMENT
For Years Ended December 31, 2000, 2001, and 2002
($000s)
                      2000                        2001 2002
Revenues
Operating expenses
  Personnel costs
  Marketing expense
  Product development
  Operating costs
    Total operating expenses
  Operating loss
Net interest expense/(income)
Non-operating expense/(income)
Net loss before tax
$       2,500
3,000
2,500
5,000
  5,500
16,000
(13,500)
(1,000)
         0
$  (12,500)
$  15,000
4,000
2,500
7,500
  7,500
21,500
(6,500)
1,000
       0
$  (7,500)
$  30,000
5,000
5,000
10,000
12,500
32,500
(2,500)
0
    500
$  (3,000)
Source: Audited income statements provided by Management.
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TABLE 4 
ABC TECHNOLOGY SERVICES, INC. 
BALANCE SHEET 
As of December 31, 2000, 2001, and 2002 
($000s) 
 
 2000 2001 2002
Assets    
Current assets 
 Cash and equivalents 
 Accounts receivable 
 Prepaid expenses 
  Total current assets 
 
$ 30,000
0
    500  
30,500
 
$ 19,500 
2,500 
 1,000  
23,000 
 
$ 14,000
5,000
    500  
19,500
Net property, plant, and equipment 5,000 5,500 6,000
Intangible assets 1,000 500 0
Other assets  3,000  3,000   3,000 
 
Total assets $ 39,500
 
$ 32,000 $ 28,500
 
Liabilities and stockholders’ equity 
   
Current liabilities 
 Current portion of debt 
 Capital lease obligations 
 Accounts payable 
 Accrued expenses 
  Total current liabilities 
 
$   2,000
500
1,500
 2,500
6,500
 
$   1,000 
500 
2,500 
 3,500 
7,500 
$            0
500
3,500
 4,500
8,500
Long-term debt 4,000 1,000 0
Other long-term obligations 0 0 0
Capital lease obligations    1,000     500         0
  Total liabilities  11,500  9,000  8,500
  
Stockholders’ equity  28,000  23,000  20,000
 
Total liabilities and equity $ 39,500
 
$  32,000 $ 28,500
Source: Audited balance sheets provided by Management. 
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3. Industry Overview {par. 163(d)}
In valuing a business or its assets, it is important to consider the condition of, and outlook for, the
industry in which the enterprise operates. Depending upon the nature of the marketplace, industry
conditions can significantly impact financial performance and, consequently, value. Following is a
brief overview of the automotive finance industry, including an overview of the market and a
discussion of the competitive environment.
3.1 Market Overview
In late 2001, a survey conducted by Big Market Analyst found that 18 percent of new car buyers
used the Internet at some point during their new car selection process. Early online automotive
finance sites focused on the consumer experience, offering convenience, car pricing and interest rate
comparisons, and lower overall cost to the borrower. The results, however, were far from
revolutionary. Because most of the automotive buying and finance process remained labor
intensive, online lenders were limited in their ability to offer better rates and service than traditional
sources. The Internet can nonetheless play an important role in reducing costs and sales cycles in
the automotive finance industry.
For eCar Sales to increase in use and be a viable alternative to paper car buying and financing
processes, technology solutions must comply with the legal requirements and provide the following
elements: document management, electronic signing, security and authentication controls, and
warehouse retrieval.
3.1.1 DOCUMENT MANAGEMENT
The creation and presentation of sale, financing, and titling documents in a secure and private
manner are the core components of any electronic signing application. Within the solution,
documents must be both imported and exported, and they must be made tamper-proof to ensure the
integrity of the transaction. Another component could be collaboration, which allows automated
workflows and last-minute changes to the documents.
3.1.2 ELECTRONIC SIGNATURES
As car sales and finance transaction documentation moves to an electronic format, one of the most
difficult tasks required is to perform this process using electronic signatures. Because the
technology to achieve an enforceable electronic signature has not yet been defined, there is a range
of alternatives that can be used in an automotive finance environment. At time of sale, documents
must be serially signed, meaning that first the borrower signs, then the notary signs to acknowledge
the authenticity of the borrower’s signature. The notary, whether in a wet-ink or electronic signing
process, authenticates the identity of the borrower and affixes a signature and seal to certify the
borrower’s signature.
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The U.S. banking and finance industry is expected to continue to implement electronic signatures in
a limited fashion over the next 24 months. As standards are fully developed and the legal
environment more defined, stronger growth in the use of technology is anticipated as its savings and
efficiencies become too compelling to resist.
3.1.3 SECURITY AND AUTHENTICATION
At the core of the electronic signing process are both user authentication and automation of the
signing ceremony. Entitlements ensure that the appropriate users gain access to necessary data and
tasks and that data is kept private from users without the appropriate authorization level. Data
privacy is also maintained through secure sockets layer (“SSL”) encryption of transmitted data and
the encryption of stored passwords and user IDs. Notaries remain at the core of the financing
process, authenticating the identities of the borrowers.
3.1.4 WAREHOUSE AND RETRIEVAL
Both before and after closing, the electronic documents must be accessible to authorized users. The
documents in today’s environment may be in disparate formats, including document images,
SMARTdocs, and proprietary data formats. Typical components include a browser-based user
interface, search capability, and security infrastructure to include authentication, entitlements, and
audit trails.
3.2 Market Trends
The financial services industry has been slow at adopting new technology, and the automotive
sector has been slow as well. Only a small percentage of car sales are completed electronically
anywhere around the world. The technology is immature and standards are still in development, but
initial investments are being made now to prepare for the industry’s shift to electronic processes.
Benefits driving this shift include:
 The elimination of paper reduces the costs to close sales and financings;
 Market requirements can be more easily met; and
 The length of time to close an automotive sale, finance, and titling transaction can be
reduced.
A recent Medium Market Analyst survey found that over 70 percent of consumers were not satisfied
with the traditional car buying process. Consumers are deluged with information and must expend
significant time negotiating the transaction and signing many documents. As market players
continue to enhance the customer’s experience through new technology enhancements and tools
that provide better service, a meaningful number of automotive transactions will start to be
completed online.
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Although there is much to be gained by automating the process, the U.S. automotive industry has a
few important barriers that must be surmounted before wide-scale adoption occurs. According to
Major Research Company, online automotive sales and financings accounted for only 1.5 percent of
the cars sold in 2001, but Major Research Company predicted that the level would likely rise to
about 10 percent by 2004. Other Research Company’s outlook for the growth of online automotive
transactions for the next three years is also conservative but positive. By 2006, Other Research
Company expects that 25 percent of new car sales and financings will be completed online. The
main drivers of adoption will be the introduction of new electronic document and signature
technologies and greater integration of the Web with auto dealers and lending institutions.
3.3 Competitive Environment {par. 163(e)}
Following are brief overviews of public companies that operate in a business similar to that of ABC:
COMPANY A CORPORATION
Company A Corporation is an online provider of auto research, sales, and financing directly to
consumers, offering borrowers a variety of types of auto loans, as well as other financing such as
home equity loans and lines of credit to suit their financial needs.
COMPANY B, COMPANY C, COMPANY D, COMPANY E, AND COMPANY F CORPORATIONS
[The comparable descriptions for Companies B, C, D, E, and F corporations have been omitted
from this illustrative report due to space considerations.]
4. Economic Overview {par. 163(c)}
In valuing a business or its assets, it is important to consider the condition of, and outlook for, the
economy or economies of the particular geographic regions in which the enterprise operates or sells
its products and services. This review of economic conditions and outlook is required because the
performance of a business is affected to varying degrees by the overall trends in the economic
environment in which the business operates and the value of a business or its assets cannot be
determined in isolation of these factors. The following section provides a brief discussion of the
economic condition and outlook for the domestic economy.
4.1 U.S. Economic Conditions and Outlook
According to the National Bureau of Economic Research, the U.S. economy officially entered into a
recession in March 2001, and as a result both fiscal and monetary policies were relaxed in an
attempt to engineer a recovery. Economic data indicates that the 2002 recession was both longer
and deeper than previously understood, and that the recovery is weaker than previously estimated.
Gross domestic product (“GDP”) growth in the fourth quarter of 2002 was disappointing. Not only
was business investment in the doldrums, but also signs appeared that consumer demand was
slackening. The labor market is relatively weak, despite a surprise drop in the unemployment rate in
late August 2002 to 5.7 percent. However, over the past year, the U.S. economy has confronted very
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significant challenges—major declines in equity markets, a sharp retrenchment in investment
spending, the effects of the terrorist attacks of September 11, 2001, and the threat of war. The
economy appears to have withstood this set of blows well, although the depressing effects still
linger and continue to influence the economic outlook.
GDP
In measuring the economic growth of a country, GDP is an indicator that measures the value of all
financial goods and services produced in the country. The economy experienced strong and
consistent growth through the late 1990s, but this changed dramatically in 2001, as the economy
sharply slumped to expand at a negligible 0.3 percent. Subsequently, in the first quarter of 2002, the
U.S. had a very strong 5.0 percent opening quarter followed by a weak 1.1 percent growth. Value
Line predicts that economic growth in the third and fourth quarters of 2002 picked up modestly,
although not to the level of growth as seen in the initial three months of the year. Furthermore, the
economy is forecasted to strengthen in 2003 and beyond to reach GDP growth of 3.8 percent by
2006.
Employment
The employment rate provides data regarding the change in the aggregate number of employed
workers, but has effects on other measures as well. As the employment rate changes, so does the
output level of production and services. In theory, unemployment rates also correlate inversely to
consumer spending, which affects the demand level for production in many industries. Recent
employment data have confirmed signs of renewed weakness in the U.S. economy. Despite the
surprise drop in the unemployment rate to 5.7 percent in August 2002 from 5.9 percent in June and
July 2002, the underlying trend in job creation remains weak. Since April 2002, the unemployment
rate has remained fairly static between 5.6 and 6.0 percent and was essentially unchanged in
September 2002 at 5.6 percent.
Inflation
Inflation is another important barometer of the economy, and comes in the form of two indicators:
the Consumer Price Index (“CPI”) and the Producer Price Index (“PPI”). CPI measures the cost of
consumption from the consumer’s standpoint, whereas PPI measures the manufacturer’s cost of
production before the price of manufactured goods is set in the wholesale and retail markets.
Consumer price inflation is forecasted to have averaged approximately 2.3 percent in 2002, and
producer price increases are expected to have fallen to 1.0 percent. In the near term, inflationary
pressures are expected to be almost nonexistent, with the renewed economic slowdown further
eroding companies’ pricing power. Consumer prices have barely risen since May 2002, whereas
producer prices have been declining. Analysts anticipate that the economic swing expected in 2003
will be too sluggish to present any inflationary worries, and even if growth surprises on the upside,
interest rate rises will ensure that inflation does not accelerate out of control.
Valuation of Privately-Held-Company Equity Securities Issued as Compensation
162
Interest Rates
Interest rates set by the Federal Reserve (“Fed”) affect the cost of capital available to consumers
and businesses. Having raised interest rates roughly half a dozen times since June 1999 to prevent
the economy from overheating, the Fed reversed its policy in January 2001. The Fed cut interest
rates by 475 basis points during 2001, leaving the official federal funds target rate at 1.75 percent.
These rate cuts aimed to stimulate business investment and raise consumer confidence by lowering
lending rates for both businesses and consumers.
Since December 2001, the Fed has not taken further action to lower the federal funds rate. So far,
the Fed’s actions appear to have been successful, as the recession has run its course and inflation
has remained under control. However, with economic data increasingly disappointing, and the sharp
declines in the equity market weighing on consumer spending and investment, analysts forecast that
further interest rate cuts may be necessary in the short term. Interest rate increases are not expected
until mid-2003, by which time a moderate recovery is forecasted.
Consumer Confidence
Consumer spending accounts for approximately two-thirds of the economic activity in the U.S.
Therefore, consumer confidence, including the willingness and extent to which consumers spend,
can have a large effect on the overall health of the economy. Consumer spending expanded at an
annualized rate of 1.9 percent in the second quarter of 2002, well below the first quarter advance of
3.1 percent. The Conference Board Consumer Confidence Index tumbled to 93.5 in August 2002
(based on 1985 baseline index value of 100), down from 97.4 in July and 106.3 in June—a much
bigger drop than economists had generally expected.
Economists predict consumers will be unwilling to spend freely in light of the large reduction in
their wealth, a result of sharp declines in equity prices and the sluggish pace of job creation. In
addition, economists anticipate that companies will be unwilling to invest significant amounts given
the continued overhang of capacity from the investment bubble of the late 1990s.
International Trade
The U.S. trade gap grew by 8.1 percent to $206 billion in the first six months of 2002, compared
with the first half of 2001. The trade gap could widen further in the second half of 2002 as the
dollar’s recent depreciation has an immediate effect on the import bill, whereas export revenue
takes longer to respond. A weaker dollar will make U.S. products cheaper abroad and should boost
overseas sales, but it may take 6 to 12 months before this effect begins to show an impact.
4.2 Summary
Based on the current condition of the U.S. economy, the overall economic outlook remains guarded
in the near term, with periods of slow growth and continued low inflation for the next few periods.
Economists predict strengthening in the economy beyond 2003, which would bode well for the
markets served by ABC.
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5. Valuation Theory {par. 163(h)}
The analyses we have performed estimate the fair value of a minority interest in the common equity
of the Company as of January 31, 2003. In order to arrive at our estimates of value, we considered
the three generally accepted approaches to valuation described in the following sections.
5.1 Approaches to Valuation
The generally accepted approaches to valuation are commonly referred to as the following:
1.  Market approach;
2.  Income approach; and
3.  Asset-based approach.
Within each category, a variety of methodologies exist to assist in the estimation of fair value. The
following sections contain a brief overview of the theoretical basis of each approach, as well as a
discussion of the specific methodologies relevant to the analyses performed.
5.1.1 MARKET APPROACH
The market approach references actual transactions in the equity of the enterprise being valued or
transactions in similar enterprises that are traded in the public markets. Third-party transactions in
the equity of an enterprise generally represent the best estimate of fair market value if they are done
at arm’s length. In using transactions from similar enterprises, there are two primary methods. The
first, often referred to as the Guideline Transactions Method, involves determining valuation
multiples from sales of enterprises with similar financial and operating characteristics and applying
those multiples to the subject enterprise. The second, often referred to as the Guideline Public
Company Method, involves identifying and selecting publicly traded enterprises with financial and
operating characteristics similar to the enterprise being valued. Once publicly traded enterprises are
identified, valuation multiples can be derived, adjusted for comparability, and then applied to the
subject enterprise to estimate the value of its equity or invested capital.
5.1.2 INCOME APPROACH
The income approach is based on the premise that the value of a security or asset is the present
value of the future earning capacity that is available for distribution to investors in the security or
asset. A commonly used methodology under the income approach is a discounted cash flow
analysis. A discounted cash flow analysis involves forecasting the appropriate cash flow stream
over an appropriate period and then discounting it back to a present value at an appropriate discount
rate. This discount rate should consider the time value of money, inflation, and the risk inherent in
ownership of the asset or security interest being valued.
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5.1.3 ASSET-BASED APPROACH
A third approach to the valuation is the asset-based approach. The discrete valuation of an asset
using an asset-based approach is based upon the concept of replacement as an indicator of value. A
prudent investor would pay no more for an asset than the amount for which he or she could replace
the asset new. The asset-based approach establishes value based on the cost of reproducing or
replacing the property, less depreciation from physical deterioration and functional obsolescence, if
present and measurable. This approach generally provides the most reliable indication of the value
of land improvements, special-purpose buildings, special structures, systems, and special machinery
and equipment.
6. Valuation Analysis (Current-Value Method) {par. 163(h),(i)}
[Note: The current-value method is presented in this report solely for purposes of illustration of the
method in a report. The task force believes this method is applicable only in limited situations; see
paragraph 154 of this Practice Aid for circumstances under which the use of the method would be
considered appropriate. Moreover, in a typical, actual valuation report, a valuation specialist
would not use all three of the value allocation methods discussed in Chapter 10 of this Practice Aid.
Generally, only one (or at most two) of the three methods would be used. Chapter 10 of this
Practice Aid discusses circumstances under which each of the three methods may or may not be
appropriate. The circumstances under which the current-value method would be appropriate would
not be expected to be the same as those under which the other two methods would be appropriate.]
In performing the valuation analysis and arriving at estimates of fair value, both market and income
approaches were used. The market approach methodologies used included a Guideline Public
Company analysis and a Guideline Transactions analysis. The income approach methodology used
was a discounted cash flow analysis. The asset-based approach was not used because ABC has
reached the stage where it is generating revenues.
6.1 Market Approach
6.1.1 GUIDELINE PUBLIC COMPANY ANALYSIS
As discussed in the Valuation Theory Section of this report, valuation multiples indicated by
comparable public companies can often provide meaningful input into a fair value analysis of a
closely-held company. As part of our analysis we attempted to identify public companies that are
reasonably comparable to ABC, and analyzed the valuation indications their market capitalizations
imply when compared to ABC.
Guideline Public Companies Identified
Based on our independent research of the relevant industry and our discussions with Management
with respect to ABC’s competitors, we analyzed the population of possible guideline companies,
selecting those that were considered to be the most comparable to ABC in terms of business
operations, size, stage of development, prospects for growth, and risk.
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We identified six companies as follows:
TABLE 5-CV
ABC TECHNOLOGY SERVICES, INC.
COMPARABLE PUBLIC COMPANIES
As of or for 12 months ended January 31, 2003
($ millions)
Company Name Total Assets Net Sales EBITDA*
  
Company A $520 $415 $49.8
Company B $323 $396 $47.5
Company C $840 $411 $49.3
Company D $76 $160 $19.2
Company E $183 $51 $6.1
Company F $33 $14 $1.7
Company ABC $24.2 $33.3 $4.3
* EBITDA = earnings before interest, taxes, depreciation, and amortization.
Multiples Applied
From the analysis of the guideline public companies, we calculated the market value of invested
capital (MVIC) and market value of equity (MVE) for each company. Those metrics were then used
to calculate three valuation multiples: MVIC/Assets, MVIC/Sales, and MVE/Equity. However,
upon further investigation, we chose not to rely upon the MVIC/Assets and MVE/Equity multiples
as we did not consider these meaningful. Instead, we used the MVIC/Sales multiple, which appears
to be the most frequently applied multiple by the securities analyst community to this industry
segment. We calculated this multiple for each guideline company for the latest 12 months prior to
the Valuation Date.
Values Indicated
We applied an MVIC/Sales multiple of X.XX to ABC’s net sales of $33.3 million for the 12 months
ended January 31, 2003, resulting in an estimated fair value for the total invested capital of ABC of
$X.X million on a minority basis as of January 31, 2003. As ABC had no interest-bearing debt, this
amount also represents the estimated fair value of total stockholders’ equity on a minority basis.
Please refer to Exhibit # for a presentation of this analysis [omitted from illustrative report due to
space considerations].
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6.1.2 GUIDELINE TRANSACTIONS ANALYSIS
As discussed in the Valuation Theory Section of this report, valuation multiples indicated by
transactions involving the sale of comparable companies can often provide meaningful input into a
fair value analysis of a closely-held company. As part of our analysis we attempted to identify
transactions involving companies which are reasonably comparable in nature to ABC, and analyzed
the valuation indications their price multiples imply.
Guideline Transactions Identified
As part of our analysis, we used recent transactions in the marketplace for which there was relevant
financial data available, and which could be considered reasonably comparable to ABC. We then
analyzed the valuation indications their market capitalizations implied. In order to identify relevant
market transactions that were reasonably comparable to ABC, we researched the Mergerstat
database and had discussions with Management. This research resulted in five comparable
transactions:
TABLE 6-CV
ABC TECHNOLOGY SERVICES, INC.
COMPARABLE TRANSACTIONS
As of or for 12 months ended January 31, 2003
($ millions)
Target Acquirer Transaction Date Net Sales
  
Target 1 Acquirer A 1/29/2003 $ 820
Target 2 Acquirer B 12/16/2002 136
Target 3 Acquirer C 9/19/2002  71
Target 4 Acquirer D 8/12/2002  17
Target 5 Acquirer E 7/2/2002  118
ABC N/A N/A $ 33.3
Multiples Applied
We used only the MVIC/Sales multiple in our guideline transactions analysis. For each of the
transactions, we calculated the implied MVIC/Sales multiple, then applied the median of these
results, X.X, to ABC’s net sales of $33.3 million for the 12 months ended January 31, 2003.
Values Indicated
The estimated fair value for the total invested capital of ABC indicated by the Guideline
Transactions Method is $X.X million on a control basis. As ABC had no interest-bearing debt, this
amount also represents the estimated fair value of total stockholders’ equity on a control basis.
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From this amount, we then deducted a discount4 for minority status of X percent to arrive at an
estimate of fair value for total stockholders’ equity on a minority basis in the amount of $X.X
million. Please refer to Exhibit # for the presentation of this analysis [omitted from illustrative
report due to space considerations].
6.2 Income Approach
6.2.1 DISCOUNTED CASH FLOW ANALYSIS
Performing a discounted cash flow analysis requires the preparation and analysis of a reliable
forecast of the expected future financial performance of the subject entity. Forecasting cash flow to
all investors requires the projection of revenues, operating expenses, taxes, working capital
requirements, and capital expenditures for a future period, usually three years or more.
Projected cash flow to all investors must then be discounted to a present value using a discount rate,
which appropriately accounts for the market cost of capital as well as the risk and nature of the
subject cash flows. Finally, an assumption must be made regarding the sustainable long-term rate of
earnings growth at the end of the projection period, and a terminal or residual value of the
remaining cash flows must be estimated and discounted to a present value. The sum of the present
values of the projected cash flows and the terminal value equals the value of the enterprise.
Forecast Net Income
For purposes of our performing this analysis, Management provided a detailed revenue and expense
forecast. The revenue forecast included a three-year projection of revenues by source, including
financing, documentation, and other service fees. The expense forecast included a three-year
projection of personnel costs and operating expenses related to revenue. Income taxes have been
estimated by applying an effective income tax rate of 40 percent (after utilization of applicable net
operating losses), as estimated by Management.
Cash Flow Adjustments
Because we attempted to arrive at debt-free net cash flow in our valuation model, net income had to
be adjusted for certain items in order to estimate the cash return on the assets that generate the
forecast revenue. First, noncash items, including depreciation, were added back to debt-free net
income. Second, forecasted capital expenditures and investment in operating working capital were
subtracted. Working capital requirements were forecast across the entire projection period by
analyzing sales growth and asset and liability turnover rates as shown on page 2 of Exhibit #
[omitted from illustrative report due to space considerations]. Capital expenditures were forecast as
presented on page 3 of Exhibit # [omitted from illustrative report due to space considerations].
                                                       
4 Ordinarily, the valuation report would include a comprehensive discussion of the basis for the discount selected
including, for example, company-specific, industry-related, and economy-related factors. That discussion has been
omitted from this illustrative report due to space considerations.
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Discount Rate Estimation
The discount rate applied to the forecasted cash flows and terminal value must adequately reflect
the nature of the subject investment and the risk of the underlying cash flows. For purposes of our
analysis, the appropriate discount rate is a weighted average cost of capital, calculated using
estimates of required equity rates of return and after-tax costs of debt based upon a group of peer
companies. In order to estimate an appropriate equity rate of return for use in our analysis, we used
the Capital Asset Pricing Model (“CAPM”), which is defined as follows:
Re = Rf + β(Rm) + Rc
 where:
Re = Return on equity
Rf = Risk-free rate
β = Beta
Rm = Market risk premium
Rc = Size premium
A risk-free rate of X percent was used, based upon the yields on long-term Treasury securities as of
the Valuation Date. A market risk premium of X percent was assumed, which represents the
average total return of common stocks in excess of the income return of long-term Treasury
securities during the period from 1926 to 2001 (Stocks, Bonds, Bills and Inflation: 2002 Yearbook,
Ibbotson & Associates, 2002).5 In order to estimate the appropriate beta for use in our analysis, we
researched companies in a similar business as ABC. Our sample included six companies. The equity
beta for each company in our sample was researched, and an average of X was calculated. A small-
stock premium of X percent was used.
The Company has paid off its original debt and does not expect to issue additional debt in the near
future. Therefore, the cost of equity capital is the cost of capital, and we estimated a weighted
average cost of capital of X percent. Please refer to Exhibit # for a presentation of this analysis
[omitted from illustrative report due to space considerations].
Terminal Value Calculation
The terminal value was based on a terminal value cash flow multiple of X. The multiple was
calculated by subtracting an X percent terminal growth rate from an X percent weighted average
cost of capital and taking the inverse, which equals ABC’s capitalization rate. The terminal growth
rate of X percent was determined based upon ABC’s long-term growth expectations. The
capitalization rate was applied to the growth-adjusted terminal year cash flow to determine terminal
value.
                                                       
5 This reference is not intended to be and should not be construed as an endorsement by this Practice Aid of this
information source. There may be other sources for the indicated information.
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Values Indicated
Based upon the data provided and the methodology used as described above, the income approach
provided a value for the total invested capital of ABC of $X.X million on a minority basis as of
January 31, 2003. As ABC had no interest-bearing debt, this amount also represents the estimated
fair value of total stockholders’ equity on a minority basis. Please refer to Exhibit # for a
presentation of this analysis [omitted from illustrative report due to space considerations].
6.3 Total Stockholders’ Equity Value Indication
Based upon Management’s representations and the valuation analyses performed and described
herein, the fair value of the total stockholders’ equity capital of ABC is reasonably estimated in the
amount of $X.X million on a minority, freely-traded basis.
6.4 Allocation of Value to Share Classes
6.4.1 PREFERRED STOCK LIQUIDATION PREFERENCES
In order to allocate value among the classes of preferred and common stock, we used the current-
value method. The current-value method of allocating value between share classes assumes that the
preferred shares are valued based upon the amount of their liquidation preferences, unless their
conversion rights are “in the money,” that is, the estimated current fair value of the total
stockholders’ equity implies a higher value would be achieved by the preferred shareholders by
exercising their rights to convert their preferred shares into common shares.
Based upon the estimated fair value of total stockholders’ equity for ABC of $X.X million, the
conversion rights of all three classes of preferred shareholders would be “out of the money” and
therefore the preferred shareholders would likely elect not to convert their shares to common stock
as of the Valuation Date. Thus for purposes of this analysis, we have deducted their total liquidation
preferences in the amounts of $X.X million, $X.X million, and $X.X million for the three classes of
preferred shares from total shareholders’ equity in order to arrive at the amount available for
common shareholders of $X.X million.
6.4.2 DISCOUNT FOR LACK OF MARKETABILITY
Because the common shares being valued represent minority interests in a closely-held entity,
adjustments must be made to the preliminary fair value estimate arrived at on a freely-traded basis.
Based on our research and analysis, we applied a discount for lack of marketability of X percent6 to
arrive at the value of common equity on a closely-held, minority basis of $X.X. Assuming XX.X
million common shares outstanding, this converts to a per-share value of $X.XX per common share.
                                                       
6 Ordinarily, the valuation report would include a comprehensive discussion of the basis for the discount selected
including, for example, company-specific, industry-related, and economy-related factors. That discussion has been
omitted from this illustrative report due to space considerations.
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6.5 Common Equity Fair Value Indication
Based upon the representations of Management and the valuation analyses performed and described
herein, it is our opinion that the estimated fair value of the common stock of ABC is reasonably
estimated in the amount of $X.XX per share as of the Valuation Date.
During the course of our valuation analyses, we were provided with unaudited pro forma and
forecast financial and operational data regarding the Company. Without independent verification,
we have relied upon these data as accurately reflecting the results of the operations and financial
position of the Company. We have reviewed for reasonableness these data, in light of the industry
and economic data discussed in this report and the results of our interviews of Management, and we
have no reason to believe the data are unreasonable. However, as valuation consultants, we have not
audited these data and express no opinion or other form of assurance regarding their accuracy or
fairness of presentation.
We are unrelated to the Company, and have no current or expected interest in the Company or its
assets. The results of our analyses were in no way influenced by the fee paid for our services.
Additional Business Terms and Conditions under which this assignment was performed are
included as an attachment, incorporated herein by reference, to this report.
7. Valuation Analysis (Probability-Weighted Expected Return Method) {par. 163(h),(i)}
[Note: In a typical, actual valuation report, a valuation specialist would not use all three of the
value allocation methods discussed in Chapter 10 of this Practice Aid. Generally, only one (or at
most two) of the three methods would be used. Chapter 10 of this Practice Aid discusses
circumstances under which each of the three methods may or may not be appropriate.]
The fair value of the common equity of ABC was estimated using a probability-weighted analysis
of the present value of the returns afforded to shareholders under each of four possible future
scenarios for the Company. Three of the scenarios assume a shareholder exit, either through initial
public offering (IPO), sale, or dissolution. The fourth scenario assumes operations continue as a
private company and no exit transaction occurs.
For each of the first three transaction scenarios, estimated future and present values for each of the
share classes were calculated using assumptions including:
• The expected pre-money valuation (pre-IPO, pre-sale, or pre-dissolution);
• The expected probability distribution of values around the expected pre-money valuation,
which provides the standard deviation of the population of expected values;
• The expected probability distribution of dates around the expected date of the event, and
standard deviation around that date; and
• An appropriate risk-adjusted discount rate.
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An estimated present value for each share class also was calculated for the fourth scenario, private
company operation, using the income and market approaches discussed earlier. Finally, the present
values calculated for each share class under each scenario were probability weighted based upon
Management’s estimate, as of the Valuation Date, of the probabilities of occurrence of each of the
scenarios. The resulting value indications represent the estimated fair values of each class of shares,
on a per-share basis.
7.1 IPO Scenario Analysis
Management represented that, as of the Valuation Date, they had no intention to undertake a public
offering of ABC’s securities in the near or distant future, and would ascribe a zero percent
probability to such an event, and as such we have not included an IPO scenario in our analysis.
7.2 Sale/Merger Scenario Analysis
Management represented that a strategic sale or merger of the company was a reasonably possible
future event, assigning it a 30 percent probability at the current time. Based upon Management’s
representations regarding expected values and timing, as well as our analysis of both Management’s
income forecast and the multiples of comparable public companies and transactions, we used the
following assumptions in this scenario analysis:
Expected sale proceeds $125 million
Standard deviation of proceeds $ 25 million
Expected date of sale/merger June 30, 2004
Standard deviation of date 180 days
Risk-adjusted discount rate X percent
Under this scenario, the present value of the various share classes is estimated as follows:
Series C preferred shares $x.xx
Series B preferred shares $x.xx
Series A preferred shares $x.xx
Common shares $x.xx
Please refer to Exhibit # for a presentation of this scenario analysis [omitted from illustrative report
due to space considerations]. Significant additional calculations underlying the summary
information presented in Exhibit # have been retained in our workpapers, and will be provided upon
request.
7.3 Dissolution Scenario Analysis
Management represented that the failure and dissolution of the company also remained a reasonably
possible future event, assigning it a 35 percent probability at the current time. Based upon
Management’s representations regarding expected dissolution proceeds and timing, we used the
following assumptions in this scenario analysis:
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Expected dissolution proceeds $15 million
Standard deviation of proceeds $ 5 million
Expected date of dissolution December 31, 2004
Standard deviation of date 180 days
Risk-adjusted discount rate X percent
Under this scenario, the present value of the various share classes is estimated as follows:
Series C preferred shares $x.xx
Series B preferred shares $x.xx
Series A preferred shares $x.xx
Common shares $x.xx
Please refer to Exhibit # for a presentation of this scenario analysis [omitted from illustrative report
due to space considerations]. Significant additional calculations underlying the summary
information presented in Exhibit # have been retained in our workpapers, and will be provided upon
request.
7.4 Private Company Scenario Analysis
Management represented that the continued, long-term operation of ABC as a private company was
also a reasonably possible future event, assigning it a 35 percent probability at the current time.
Given the nature of ABC’s operations and the availability of both reliable historical and forecast
financial information, estimations of the value of the common equity using two market approach
methodologies and an income approach methodology were appropriate. We chose to use the
Guideline Public Company, Guideline Transactions, and discounted cash flow methods in our
estimation of the value of the common equity of ABC as of January 31, 2003, assuming it remains a
private company. The asset-based approach was not used because ABC has reached the stage where
it is generating revenues.
7.4.1 MARKET APPROACH
7.4.1.1 Guideline Public Company Analysis
As discussed in the Valuation Theory Section of this report, valuation multiples indicated by
comparable public companies can often provide meaningful input into a fair value analysis of a
closely-held company. As part of our analysis we attempted to identify public companies that are
reasonably comparable to ABC, and analyzed the valuation indications their market capitalizations
imply when compared to ABC.
Guideline Public Companies Identified
Based on our independent research of the relevant industry and our discussions with Management
with respect to ABC’s competitors, we analyzed the population of possible guideline companies,
selecting those that were considered to be the most comparable to ABC in terms of business
operations, size, stage of development, prospects for growth, and risk.
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We identified six companies as follows:
TABLE 5-PWER
ABC TECHNOLOGY SERVICES, INC.
COMPARABLE PUBLIC COMPANIES
As of or for 12 months ended January 31, 2003
($ millions)
Company Name Total Assets Net Sales EBITDA*
  
Company A $520 $415 $49.8
Company B $323 $396 $47.5
Company C $840 $411 $49.3
Company D $76 $160 $19.2
Company E $184 $51 $6.1
Company F $33 $14 $1.7
Company ABC $24.2 $33.3 $4.3
* EBITDA = earnings before interest, taxes, depreciation, and amortization.
Multiples Applied
From the analysis of the guideline public companies, we calculated the market value of invested
capital (MVIC) and market value of equity (MVE) for each company. Those metrics were then used
to calculate three valuation multiples: MVIC/Assets, MVIC/Sales, and MVE/Equity. However,
upon further investigation, we chose not to rely upon the MVIC/Assets and MVE/Equity multiples
as we did not consider these meaningful. Instead, we used the MVIC/Sales multiple, which appears
to be the most frequently applied multiple by the securities analyst community to this industry
segment. We calculated this multiple for each guideline company for the latest 12 months prior to
the Valuation Date.
Values Indicated
We applied an MVIC/Sales multiple of X.XX to ABC’s net sales of $33.3 million for the 12 months
ended January 31, 2003, resulting in an estimated fair value for the total invested capital of ABC of
$X.X million on a minority basis as of January 31, 2003. As ABC had no interest-bearing debt, this
amount also represents the estimated fair value of total stockholders’ equity on a minority basis.
Please refer to Exhibit # for a presentation of this analysis [omitted from illustrative report due to
space considerations].
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7.4.1.2 Guideline Transactions Analysis
As discussed in the Valuation Theory Section of this report, valuation multiples indicated by
transactions involving the sale of comparable companies can often provide meaningful input into a
fair value analysis of a closely-held company. As part of our analysis we attempted to identify
transactions involving companies which are reasonably comparable in nature to ABC, and analyzed
the valuation indications their price multiples imply.
Guideline Transactions Identified
As part of our analysis, we have used recent transactions in the marketplace for which there was
relevant financial data available, and which could be considered reasonably comparable to ABC.
We then analyzed the valuation indications their market capitalizations implied. In order to identify
relevant market transactions that were reasonably comparable to ABC, we researched the
Mergerstat database and had discussions with Management. This research resulted in five
comparable transactions:
TABLE 6-PWER
ABC TECHNOLOGY SERVICES, INC.
COMPARABLE TRANSACTIONS
As of or for 12 months ended January 31, 2003
($ millions)
Target Acquirer Transaction Date Net Sales
  
Target 1 Acquirer A 1/29/2003 $ 820
Target 2 Acquirer B 12/16/2002 136
Target 3 Acquirer C 9/19/2002  71
Target 4 Acquirer D 8/12/2002  17
Target 5 Acquirer E 7/2/2002  118
ABC N/A N/A $ 33.3
Multiples Applied
We used only the MVIC/Sales multiple in our guideline transactions analysis. For each of the
transactions, we calculated the implied MVIC/Sales multiple, then applied the median of these
results, X.X, to ABC’s net sales of $33.3 million for the 12 months ended January 31, 2003.
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Values Indicated
The estimated fair value for the total invested capital of ABC indicated by the Guideline
Transactions Method is $X.X million on a control basis. As ABC had no interest-bearing debt, this
amount also represents the estimated fair value of total stockholders’ equity on a control basis.
From this amount, we then deducted a discount7 for minority status of X percent to arrive at an
estimate of fair value for total stockholders’ equity on a minority basis in the amount of $X.X
million. Please refer to Exhibit # for the presentation of this analysis [omitted from illustrative
report due to space considerations].
7.4.2 INCOME APPROACH
7.4.2.1 Discounted Cash Flow Analysis
Performing a discounted cash flow analysis requires the preparation and analysis of a reliable
forecast of the expected future financial performance of the subject entity. Forecasting cash flow to
all investors requires the projection of revenues, operating expenses, taxes, working capital
requirements, and capital expenditures for a future period, usually three years or more.
Projected cash flow to all investors must then be discounted to a present value using a discount rate,
which appropriately accounts for the market cost of capital, as well as the risk and nature of the
subject cash flows. Finally, an assumption must be made regarding the sustainable long-term rate of
earnings growth at the end of the projection period, and a terminal or residual value of the
remaining cash flows must be estimated and discounted to a present value. The sum of the present
values of the projected cash flows and the terminal value equals the value of the invested capital.
Forecast Net Income
For purposes of our performing this analysis, Management provided a detailed revenue and expense
forecast. The revenue forecast included a three-year projection of revenues by source, including
financing, documentation, and other service fees. The expense forecast included a three-year
projection of personnel costs and operating expenses related to revenue. Income taxes have been
estimated by applying an effective income tax rate of 40 percent (after utilization of applicable net
operating losses), as estimated by Management.
Cash Flow Adjustments
Because we attempted to arrive at debt-free net cash flow in our valuation model, net income had to
be adjusted for certain items in order to estimate the cash return on the assets that generate the
forecast revenue. First, noncash items, including depreciation, were added back to debt-free net
income. Second, forecasted capital expenditures and investment in operating working capital were
subtracted. Working capital requirements were forecast across the entire projection period by
analyzing sales growth and asset and liability turnover rates as shown on page 2 of Exhibit #
                                                       
7 Ordinarily, the valuation report would include a comprehensive discussion of the basis for the discount selected
including, for example, company-specific, industry-related, and economy-related factors. That discussion has been
omitted from this illustrative report due to space considerations.
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[omitted from illustrative report due to space considerations]. Capital expenditures were forecast as
presented on page 3 of Exhibit # [omitted from illustrative report due to space considerations].
Discount Rate Estimation
The discount rate applied to the forecasted cash flows and terminal value must adequately reflect
the nature of the subject investment and the risk of the underlying cash flows. For purposes of our
analysis, the appropriate discount rate is a weighted average cost of capital, calculated using
estimates of required equity rates of return and after-tax costs of debt based upon a group of peer
companies. In order to estimate an appropriate equity rate of return for use in our analysis, we used
the Capital Asset Pricing Model (“CAPM”), which is defined as follows:
Re = Rf + β(Rm) + Rc
 where:
Re = Return on equity
Rf = Risk-free rate
β = Beta
Rm = Market risk premium
Rc = Size premium
A risk-free rate of X percent was used, based upon the yields on long-term Treasury securities as of
the Valuation Date. A market risk premium of X percent was assumed, which represents the
average total return of common stocks in excess of the income return of long-term Treasury
securities during the period from 1926 to 2001 (Stocks, Bonds, Bills and Inflation: 2002 Yearbook,
Ibbotson & Associates, 2002).8 In order to estimate the appropriate beta for use in our analysis, we
researched companies in a similar business as ABC. Our sample included six companies. The equity
beta for each company in our sample was researched, and an average of X was calculated. A small-
stock premium of X percent was used.
The Company has paid off its original debt and does not expect to issue additional debt in the near
future. Therefore, the cost of equity capital is the cost of capital, and we estimated a weighted
average cost of capital of X percent. Please refer to Exhibit # for a presentation of this analysis
[omitted from illustrative report due to space considerations].
Terminal Value Calculation
The terminal value was based on a terminal value cash flow multiple of X. The multiple was
calculated by subtracting an X percent terminal growth rate from an X percent weighted average
cost of capital and taking the inverse, which equals ABC’s capitalization rate. The terminal growth
rate of X percent was determined based upon ABC’s long-term growth expectations. The
capitalization rate was applied to the growth-adjusted terminal year cash flow to determine terminal
value.
                                                       
8 This reference is not intended to be and should not be construed as an endorsement by this Practice Aid of this
information source. There may be other sources for the indicated information.
Appendix M: Illustrative Valuation Report
177
Values Indicated
Based upon the data provided and the methodology used as described above, the income approach
provided a value for the total invested capital of ABC of $X.X million on a minority basis as of
January 31, 2003. As ABC had no interest-bearing debt, this amount also represents the estimated
fair value of total stockholders’ equity on a minority basis. Please refer to Exhibit # for a
presentation of this analysis [omitted from illustrative report due to space considerations].
7.4.3 SUMMARY OF FAIR VALUES
Based upon Management’s representations and the valuation analyses performed and described
herein, the fair value of the total invested capital of ABC under the private company scenario is
estimated in the amount of $X.X million on a minority, freely-traded basis. Because ABC has no
interest-bearing debt outstanding, this amount represents the estimated fair value of total preferred
and common stockholders’ equity.
Based upon the estimated fair value of total stockholders’ equity for ABC of $X.X million, the
conversion rights of all three classes of preferred shareholders would be “out of the money” and
therefore the preferred shareholders would likely elect not to convert their shares to common as of
the Valuation Date. Thus for purposes of this scenario, we deducted the total liquidation preferences
in the amounts of $X.X million, $X.X million, and $X.X million for the three classes of preferred
shares from total shareholders’ equity to arrive at the preliminary fair value for common equity of
$X.X million.
7.4.3.1 Discount for Lack of Marketability
Because the common shares, if held under a private company scenario, would represent minority
interests in a closely-held entity, adjustments must be made to the preliminary fair value estimate
arrived at on a freely-traded basis. Based on our research and analysis, we applied a discount for
lack of marketability of X percent9 to arrive at the value of common equity on a closely-held,
minority basis of $X.X. Assuming XX.X million common shares outstanding, this converts to a per-
share value of $X.XX per common share.
7.4.3.2 Summary of Values by Share Class
Under the private company scenario, the present value of the share classes is estimated as follows:
Series C preferred shares $x.xx
Series B preferred shares $x.xx
Series A preferred shares $x.xx
Common shares $x.xx
                                                       
9 Ordinarily, the valuation report would include a comprehensive discussion of the basis for the discount selected
including, for example, company-specific, industry-related, and economy-related factors. That discussion has been
omitted from this illustrative report due to space considerations.
Valuation of Privately-Held-Company Equity Securities Issued as Compensation
178
Please refer to Exhibit # for a presentation of this scenario analysis [omitted from illustrative report
due to space considerations].
7.5 Allocation of Value to Share Classes
7.5.1 PROBABILITY-WEIGHTED EXPECTED RETURN MODEL
As discussed in the previous sections, the fair values of the preferred and common shares were
estimated under various possible future scenarios, including strategic sale or merger, dissolution,
and continued operation as a private company. In order to arrive at a final estimate of fair value for
the common shares, we applied a probability weighting to each scenario. Management provided us
with their expectations regarding the probability of each event as of the Valuation Date as follows:
TABLE 7-PWER
FUTURE SCENARIO ESTIMATED PROBABILITIES
Future Scenario
Estimated
Probability
Initial public offering   0%
Strategic sale or merger 30%
Dissolution 35%
No exit – Private company 35%
Note: Estimates provided by Management.
We reviewed the basis for these estimates with Management, and we analyzed them in light of the
market research we performed as discussed earlier in this report. Although we offer no opinion
regarding these probability estimates, we have no reason to conclude that they are unreasonable.
7.6 Common Equity Fair Value Indication
Based upon the analyses described in this report, it is our opinion that the fair value of the common
equity of ABC, on a closely-held, minority basis, as of January 31, 2003, is reasonably estimated in
the amount of $VALUE per share. Please refer to Exhibit # for a complete presentation of this
analysis [omitted from illustrative report due to space considerations].
During the course of our valuation analyses, we were provided with unaudited pro forma and
forecast financial and operational data regarding the Company. Without independent verification,
we have relied upon these data as accurately reflecting the results of the operations and financial
position of the Company. We have reviewed for reasonableness these data, in light of the industry
and economic data discussed in this report and the results of our interviews of Management, and we
have no reason to believe the data are unreasonable. However, as valuation consultants, we have not
audited these data and express no opinion or other form of assurance regarding their accuracy or
fairness of presentation.
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We are unrelated to the Company, and have no current or expected interest in the Company or its
assets. The results of our analyses were in no way influenced by the fee paid for our services.
Additional Business Terms and Conditions under which this assignment was performed are
included as an attachment, incorporated herein by reference, to this report.
8. Valuation Analysis (Option-Pricing Method) {par. 163(h),(i)}
[Note: In a typical, actual valuation report, a valuation specialist would not use all three of the
value allocation methods discussed in Chapter 10 of this Practice Aid. Generally, only one (or at
most two) of the three methods would be used. Chapter 10 of this Practice Aid discusses
circumstances under which each of the three methods may or may not be appropriate.]
The fair value of the common equity of ABC was estimated using an option-pricing method.
Essentially, the rights of the common shareholders are equivalent to a call option on any value of
the company above the respective preferred shareholders’ liquidation preferences, with adjustment
to account for the rights retained by the preferred shareholders related to their portion of any value
above the values at which they would convert to common shares. Thus, the value of the common
stock can be valued by estimating the value of its portion of each of these call option rights.
The first step in performing the valuation using an option-pricing method involves estimating the
present value of the total stockholders’ equity (preferred and common) of ABC, which will be used
in the option analysis. Given the nature of ABC’s operations and the availability of both reliable
historical and forecast financial information, estimations of the value of the stockholders’ equity
using the market approach and the income approach were appropriate. The market approach
methodologies used included a Guideline Public Company analysis and a Guideline Transactions
analysis. The income approach methodology used was a discounted cash flow analysis. The asset-
based approach was not used because ABC has reached the stage where it is generating revenues.
8.1 Market Approach
8.1.1 GUIDELINE PUBLIC COMPANY ANALYSIS
As discussed in the Valuation Theory Section of this Report, valuation multiples indicated by
comparable public companies can often provide meaningful input into a fair value analysis of a
closely-held company. As part of our analysis we attempted to identify public companies that are
reasonably comparable to ABC, and analyzed the valuation indications their market capitalizations
imply when compared to ABC.
Guideline Public Companies Identified
Based on our independent research of the relevant industry and our discussions with Management
with respect to ABC’s competitors, we analyzed the population of possible guideline companies,
selecting those that were considered to be the most comparable to ABC in terms of business
operations, size, stage of development, prospects for growth, and risk.
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We identified six companies as follows:
TABLE 5-OP
ABC TECHNOLOGY SERVICES, INC.
COMPARABLE PUBLIC COMPANIES
As of or for 12 months ended January 31, 2003
($ millions)
Company Name Total Assets Net Sales EBITDA*
  
Company A $520 $415 $49.8
Company B $323 $396 $47.5
Company C $840 $411 $49.3
Company D $76 $160 $19.2
Company E $184 $51 $6.1
Company F $33 $14 $1.7
Company ABC $24.2 $33.3 $4.3
* EBITDA = earnings before interest, taxes, depreciation, and amortization.
Multiples Applied
From the analysis of the guideline public companies, we calculated the market value of invested
capital (MVIC) and market value of equity (MVE) for each company. Those metrics were then used
to calculate three valuation multiples: MVIC/Assets, MVIC/Sales, and MVE/Equity. However,
upon further investigation, we chose not to rely upon the MVIC/Assets and MVE/Equity multiples
as we did not consider these meaningful. Instead, we used the MVIC/Sales multiple, which appears
to be the most frequently applied multiple by the securities analyst community to this industry
segment. We calculated this multiple for each guideline company for the latest 12 months prior to
the Valuation Date.
Values Indicated
We applied an MVIC/Sales multiple of X.XX to ABC’s net sales of $33.3 million for the 12 months
ended January 31, 2003, resulting in an estimated fair value for the total invested capital of ABC of
$X.X million on a minority basis as of January 31, 2003. As ABC had no interest-bearing debt, this
amount also represents the estimated fair value of total stockholders’ equity on a minority basis.
Please refer to Exhibit # for a presentation of this analysis [omitted from illustrative report due to
space considerations].
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8.1.2 GUIDELINE TRANSACTIONS ANALYSIS
As discussed in the Valuation Theory Section of this report, valuation multiples indicated by
transactions involving the sale of comparable companies can often provide meaningful input into a
fair value analysis of a closely-held company. As part of our analysis we attempted to identify
transactions involving companies which are reasonably comparable in nature to ABC, and analyzed
the valuation indications their price multiples imply.
Guideline Transactions Identified
As part of our analysis, we used recent transactions in the marketplace for which there was relevant
financial data available, and which could be considered reasonably comparable to ABC. We then
analyzed the valuation indications their market capitalizations implied. In order to identify relevant
market transactions that were reasonably comparable to ABC, we researched the Mergerstat
database and had discussions with Management. This research resulted in five comparable
transactions:
TABLE 6-OP
ABC TECHNOLOGY SERVICES, INC.
COMPARABLE TRANSACTIONS
As of or for 12 months ended January 31, 2003
($ millions)
Target Acquirer Transaction Date Net Sales
  
Target 1 Acquirer A 1/29/2003 $ 820
Target 2 Acquirer B 12/16/2002 136
Target 3 Acquirer C 9/19/2002  71
Target 4 Acquirer D 8/12/2002  17
Target 5 Acquirer E 7/2/2002  118
ABC N/A N/A $ 33.3
Multiples Applied
We used only the MVIC/Sales multiple in our guideline transactions analysis. For each of the
transactions, we calculated the implied MVIC/Sales multiple, then applied the median of these
results, X.X, to ABC’s net sales of $33.3 million for the 12 months ended January 31, 2003.
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Values Indicated
The estimated fair value for the total invested capital of ABC indicated by the Guideline
Transactions Method is $X.X million on a control basis. As ABC had no interest-bearing debt, this
amount also represents the estimated fair value of total stockholders’ equity on a control basis.
From this amount, we then deducted a discount10 for minority status of X percent to arrive at an
estimate of fair value for total stockholders’ equity on a minority basis in the amount of $X.X
million. Please refer to Exhibit # for the presentation of this analysis [omitted from illustrative
report due to space considerations].
8.2 Income Approach
8.2.1 DISCOUNTED CASH FLOW ANALYSIS
Performing a discounted cash flow analysis requires the preparation and analysis of a reliable
forecast of the expected future financial performance of the subject entity. Forecasting cash flow to
all investors requires the projection of revenues, operating expenses, taxes, working capital
requirements, and capital expenditures for a future period, usually three years or more.
Projected cash flow to all investors must then be discounted to a present value using a discount rate,
which appropriately accounts for the market cost of capital, as well as the risk and nature of the
subject cash flows. Finally, an assumption must be made regarding the sustainable long-term rate of
earnings growth at the end of the projection period, and a terminal or residual value of the
remaining cash flows must be estimated and discounted to a present value. The sum of the present
values of the projected cash flows and the terminal value equals the value of the enterprise.
Forecast Net Income
For purposes of our performing this analysis, Management provided a detailed revenue and expense
forecast. The revenue forecast included a three-year projection of revenues by source, including
financing, documentation, and other service fees. The expense forecast included a three-year
projection of personnel costs and operating expenses related to revenue. Income taxes have been
estimated by applying an effective income tax rate of 40 percent (after utilization of applicable net
operating losses), as estimated by Management.
Cash Flow Adjustments
Because we attempted to arrive at debt-free net cash flow in our valuation model, net income had to
be adjusted for certain items in order to estimate the cash return on the assets that generate the
forecast revenue. First, noncash items, including depreciation, were added back to debt-free net
income. Second, forecasted capital expenditures and investment in operating working capital were
subtracted. Working capital requirements were forecast across the entire projection period by
                                                       
10 Ordinarily, the valuation report would include a comprehensive discussion of the basis for the discount selected
including, for example, company-specific, industry-related, and economy-related factors. That discussion has been
omitted from this illustrative report due to space considerations.
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analyzing sales growth and asset and liability turnover rates as shown on page 2 of Exhibit #
[omitted from illustrative report due to space considerations]. Capital expenditures were forecast as
presented on page 3 of Exhibit # [omitted from illustrative report due to space considerations].
Discount Rate Estimation
The discount rate applied to the forecasted cash flows and terminal value must adequately reflect
the nature of the subject investment and the risk of the underlying cash flows. For purposes of our
analysis, the appropriate discount rate is a weighted average cost of capital, calculated using
estimates of required equity rates of return and after-tax costs of debt based upon a group of peer
companies. In order to estimate an appropriate equity rate of return for use in our analysis, we used
the Capital Asset Pricing Model (“CAPM”), which is defined as follows:
Re = Rf + β(Rm) + Rc
 where:
Re = Return on equity
Rf = Risk-free rate
β = Beta
Rm = Market risk premium
Rc = Size premium
A risk-free rate of X percent was used, based upon the yields on long-term Treasury securities as of
the Valuation Date. A market risk premium of X percent was assumed, which represents the
average total return of common stocks in excess of the income return of long-term Treasury
securities during the period from 1926 to 2001 (Stocks, Bonds, Bills and Inflation: 2002 Yearbook,
Ibbotson & Associates, 2002).11 In order to estimate the appropriate beta for use in our analysis, we
researched companies in a similar business as ABC. Our sample included six companies. The equity
beta for each company in our sample was researched, and an average of X was calculated. A small-
stock premium of X percent was used.
The Company has paid off its original debt and does not expect to issue additional debt in the near
future. Therefore, the cost of equity capital is the cost of capital, and we estimated a weighted
average cost of capital of X percent. Please refer to Exhibit # for a presentation of this analysis
[omitted from illustrative report due to space considerations].
Terminal Value Calculation
The terminal value was based on a terminal value cash flow multiple of X. The multiple was
calculated by subtracting an X percent terminal growth rate from an X percent weighted average
cost of capital and taking the inverse, which equals ABC’s capitalization rate. The terminal growth
rate of X percent was determined based upon ABC’s long-term growth expectations. The
capitalization rate was applied to the growth-adjusted terminal year cash flow to determine terminal
value.
                                                       
11 This reference is not intended to be and should not be construed as an endorsement by this Practice Aid of this
information source. There may be other sources for the indicated information.
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Values Indicated
Based upon the data provided and the methodology used as described above, the income approach
provided a value for the total invested capital of ABC of $X.X million on a minority basis as of
January 31, 2003. As ABC had no interest-bearing debt, this amount also represents the estimated
fair value of total stockholders’ equity on a minority basis. Please refer to Exhibit # for a
presentation of this analysis [omitted from illustrative report due to space considerations].
8.3 Total Stockholders’ Equity Value Indication
Based upon Management’s representations and the valuation analyses performed and described
herein, the fair value of the total stockholders’ equity of ABC is reasonably estimated in the amount
of $X.X million on a minority, freely-traded basis.
8.4 Allocation of Value to Share Classes
8.4.1 CALL OPTION ANALYSIS
Under the option-pricing method, we estimated the fair value of the common stock as the net value
of a series of call options, representing the present value of the expected future returns to the
common shareholders. Essentially, the rights of the common shareholders are equivalent to a call
option on any value of the company above the respective preferred shareholders’ liquidation
preferences, with adjustment to account for the rights retained by the preferred shareholders related
to their share in any value above the values at which they would convert to common shares. Thus,
the common stock can be valued by estimating the value of its share in each of these call option
rights.
The first step in this analysis involved estimating the fair value of the call options at each of the
following break points (exercise prices):
$x.xx million Liquidation preferences satisfied (the “Common Option”)
$x.xx million Series A converts to common stock (the “A Option”)
$x.xx million Series C converts to common stock (the “C Option”)
$x.xx million Series B converts to common stock (the “B Option”)
The value of these options was estimated using the Black-Scholes option-pricing model. Though
this model has several permutations, in its most general form it uses six variables to estimate an
option’s value. The following table describes the five variables relevant to the analysis of ABC,
along with the particular metrics used in our analysis.
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TABLE 7-OP
ABC TECHNOLOGY SERVICES, INC.
CALL OPTION ASSUMPTION TABLE
Variable Description Assigned Metric
Underlying security
price
Market price of the underlying
security on which the option is
based
Value of 100% of
ABC’s equity
($xx.x million)
Exercise price The amount at which an investor
is indifferent between exercising
the option or not
Liquidation preferences
and conversion values
Expiration date The date by which the option
must be exercised, or it will be
forfeited
Estimated liquidity
event window
(5 years)
Volatility Measurement of how the price of
the underlying security fluctuates
about its mean value for a given
period
Comparable public
company observed
volatility
(X%)
Risk-free rate The rate of return on a riskless
security
Government bond rate
(3.1%)
The series of call options were valued as follows:
Value of Common Option $xx.xxx million
Value of A Option $xx.xxx million
Value of C Option $ x.xxx million
Value of B Option $ x.xxx million
The incremental value of each option was then calculated, that is, the value of the option between
each break point, as follows:
Incremental Value between Common Option and A Option $x.xxx million
Incremental Value between A Option and C Option $x.xxx million
Incremental Value between C Option and B Option $x.xxx million
Value of B Option $x.xxx million
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The common shareholders’ percentage of ownership after each of the relevant preferred share
classes have converted to common was calculated and then applied to each incremental option
value, to estimate the common shareholders’ pro rata portion of the value of the call options:
Common Option to A Option X% $x.xxx million
A Option to C Option X% $x.xxx million
C Option to B Option X% $x.xxx million
B Option X% $  .xxx million
Total $x.xxx million
[The above percentage calculation represents one methodology for applying the option-pricing
method. Another methodology is illustrated in Appendix I of this Practice Aid.]
Please refer to Exhibit # for a presentation of this analysis [omitted from illustrative report due to
space considerations]. Significant additional calculations underlying the summary information
presented in Exhibit # have been retained in our workpapers, and will be provided upon request.
8.4.2 DISCOUNT FOR LACK OF MARKETABILITY
Because the common shares being valued represent minority interests in a closely-held entity,
adjustments must be made to the preliminary fair value estimate arrived at on a freely-traded basis.
Based on our research and analysis, we applied a discount for lack of marketability of X percent12 to
arrive at the value of common equity on a closely-held, minority basis of $X.X. Assuming XX.X
million common shares outstanding, this converts to a per-share value of $X.XX per common share.
8.5 Common Equity Fair Value Indication
Based upon the analyses described in this report, it is our opinion that the fair value of the common
equity of ABC, on a closely-held, minority basis, as of January 31, 2003, is reasonably estimated in
the amount of $VALUE per share. Please refer to Exhibit # for a complete presentation of this
analysis [omitted from illustrative report due to space considerations].
During the course of our valuation analyses, we were provided with unaudited pro forma and
forecast financial and operational data regarding the Company. Without independent verification,
we have relied upon these data as accurately reflecting the results of the operations and financial
position of the Company. We have reviewed for reasonableness these data, in light of the industry
and economic data discussed in this report and the results of our interviews of Management, and we
have no reason to believe the data are unreasonable. However, as valuation consultants, we have not
audited these data and express no opinion or other form of assurance regarding their accuracy or
fairness of presentation.
                                                       
12 Ordinarily, the valuation report would include a comprehensive discussion of the basis for the discount selected
including, for example, company-specific, industry-related, and economy-related factors. That discussion has been
omitted from this illustrative report due to space considerations.
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We are unrelated to the Company, and have no current or expected interest in the Company or its
assets. The results of our analyses were in no way influenced by the fee paid for our services.
Additional Business Terms and Conditions under which this assignment was performed are
included as an attachment, incorporated herein by reference, to this report.
9. Business Terms and Conditions {par. 162(e)}
[Omitted from illustrative report due to space considerations]
[Note: This section typically would include, but not be limited to, the limiting conditions under
which the valuation was performed. (See Appendix K of this Practice Aid.)]
10. Certification of XYZ Valuation Specialists, Inc. {par. 162(i)}
[Omitted from illustrative report due to space considerations]
[For example, see, in Appendix L of this Practice Aid, USPAP Standard 10, “Business Appraisal,
Reporting,” Standards Rule 10-3.]
____________________________________
Name, Certification, Title
____________________________________
Name, Certification, Title
____________________________________
Name, Certification, Title
____________________________________
Name, Certification, Title
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EXHIBITS
[OMITTED FROM ILLUSTRATIVE REPORT DUE TO SPACE CONSIDERATIONS]
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APPENDIX N: RELEVANT FINANCIAL REPORTING LITERATURE
N1. The following is a list of authoritative financial reporting literature relating to stock-based
compensation that is referenced in or related to this Practice Aid:
• Accounting Research Bulletin (ARB) No. 43, Restatement and Revision of Accounting
Research Bulletins, Chapter 13B, “Compensation Involved in Stock Option and Stock
Purchase Plans”
• Accounting Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to
Employees
• Accounting Interpretation (AIN) No. 1, “Stock Plans Established by a Principal
Stockholder,” of APB Opinion No. 25
• Financial Accounting Standards Board (FASB) Interpretation No. 28, Accounting for
Stock Appreciation Rights and Other Variable Stock Option or Award Plans
• FASB Interpretation No. 38, Determining the Measurement Date for Stock Option,
Purchase, and Award Plans Involving Junior Stock
• FASB Interpretation No. 44, Accounting for Certain Transactions involving Stock
Compensation
• FASB Statement of Financial Accounting Standards No. 123, Accounting for Stock-
Based Compensation
• FASB Statement No. 148, Accounting for Stock-Based Compensation—Transition and
Disclosure
• FASB Statement No. 150, Accounting for Certain Financial Instruments with
Characteristics of both Liabilities and Equity
• FASB Technical Bulletin No. 97–1, Accounting under Statement 123 for Certain
Employee Stock Purchase Plans with a Look-Back Option
• Emerging Issues Task Force (EITF) Issue No. 84–13, “Purchase of Stock Options and
Stock Appreciation Rights in a Leveraged Buyout”
• EITF Issue No. 84–18, “Stock Option Pyramiding”
• EITF Issue No. 84–34, “Permanent Discount Restricted Stock Purchase Plans”
• EITF Issue No. 85–1, “Classifying Notes Received for Capital Stock”
• EITF Issue No. 85–45, “Business Combinations: Settlement of Stock Options and
Awards”
• EITF Issue No. 87–6, “Adjustments Relating to Stock Compensation Plans” (nullified
by FASB Interpretation No. 44)
• EITF Issue No. 87–23, “Book Value Stock Purchase Plans”
• EITF Issue No. 87–33, “Stock Compensation Issues Related to Market Decline”
(nullified by FASB Interpretation No. 44)
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• EITF Issue No. 88–6, “Book Value Stock Plans in an Initial Public Offering”
• EITF Issue No. 90–7, “Accounting for a Reload Stock Options”
• EITF Issue No. 90–9, “Changes to Fixed Employee Stock Option Plans as a Result of
Equity Restructuring” (nullified by FASB Interpretation No. 44)
• EITF Issue No. 94–6, “Accounting for the Buyout of Compensatory Stock Options”
(nullified by FASB Interpretation No. 44)
• EITF Issue No. 95–16, “Accounting for Stock Compensation Arrangements with
Employer Loan Features under APB Opinion No. 25”
• EITF Issue No. 96–18, “Accounting for Equity Instruments That Are Issued to Other
Than Employees for Acquiring, or in Conjunction with Selling, Goods or Services”
• EITF Issue No. 97–5, “Accounting for the Delayed Receipt of Option Shares upon
Exercise under APB Opinion No. 25”
• EITF Issue No. 97–9, “Effect on Pooling-of-Interests Accounting of Certain
Contingently Exercisable Options or Other Equity Instruments” (nullified by FASB
Statement No. 141)
• EITF Issue No. 97–12, “Accounting for Increased Share Authorizations in an IRS
Section 423 Employee Stock Purchase Plan under APB Opinion No. 25”
• EITF Issue No. 97–14, “Accounting for Deferred Compensation Arrangements Where
Amounts Earned Are Held in a Rabbi Trust and Invested”
• EITF Issue No. 99–6, “Impact of Acceleration Provisions in Grants Made between
Initiation and Consummation of a Pooling-of-Interests Business Combination” (nullified
by FASB Statement No. 141)
• EITF Issue No. 00–8, “Accounting by a Grantee for an Equity Instrument to Be
Received in Conjunction with Providing Goods or Services”
• EITF Issue No. 00–12, “Accounting by an Investor for Stock-Based Compensation
Granted to Employees of an Equity Method Investee”
• EITF Issue No. 00–16, “Recognition and Measurement of Employer Payroll Taxes on
Employee Stock-Based Compensation”
• EITF Issue No. 00–18, “Accounting Recognition for Certain Transactions involving
Equity Instruments Granted to Other Than Employees”
• EITF Issue No. 00–23, “Issues Related to the Accounting for Stock Compensation
under APB Opinion No. 25 and FASB Interpretation No. 44”
N2. The following is a list of other authoritative financial reporting literature and auditing literature,
not directly relating to stock-based compensation, that is referenced in or related to this Practice
Aid:
• ARB No. 43, Restatement and Revision of Accounting Research Bulletins, Chapter 4,
“Inventory Pricing”
• FASB Statement No. 57, Related Party Disclosures
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• FASB Statement No. 107, Disclosures about Fair Value of Financial Instruments1
• FASB Statement No. 132, Employers’ Disclosures about Pensions and Other
Postretirement Benefits
• FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets
and Extinguishments of Liabilities
• FASB Statement No. 142, Goodwill and Other Intangible Assets
• FASB Statement No. 144, Accounting for the Impairment or Disposal of Long-Lived
Assets
• EITF Issue No. 96–16, “Investor’s Accounting for an Investee When the Investor Has a
Majority of the Voting Interest but the Minority Shareholder or Shareholders Have
Certain Approval or Veto Rights”
• Statement of Position (SOP) 92–2, Questions and Answers on the Term Reasonably
Objective Basis and Other Issues Affecting Prospective Financial Statements
• SOP 94–6, Disclosure of Certain Significant Risks and Uncertainties
• Statement on Auditing Standards (SAS) No. 1, Codification of Auditing Standards and
Procedures (AICPA, Professional Standards, vol. 1, AU sec. 560, “Subsequent
Events”)
• SAS No. 69, The Meaning of Present Fairly in Accordance With Generally Accepted
Accounting Principles (AICPA, Professional Standards, vol. 1, AU sec. 411), as
amended
• SAS No. 73, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1,
AU sec. 336)2
• SAS No. 101, Auditing Fair Value Measurements and Disclosures (AICPA,
Professional Standards, vol. 1, AU sec. 328)
N3. The following is a list of other literature that is referenced in this Practice Aid:
• FASB Statement of Financial Accounting Concepts No. 6, Elements of Financial
Statements
• FASB Concepts Statement No. 7, Using Cash Flow Information and Present Value in
Accounting Measurements
• FASB Business Reporting Research Project, “Improving Business Reporting: Insights
into Enhancing Voluntary Disclosures”
                                                
1 The Financial Accounting Standards Board (FASB) is planning to issue an exposure draft of a proposed Statement of
Financial Accounting Standards on fair value measurement, which could include amendments to FASB Statement No.
107, Disclosures about Fair Value of Financial Instruments. Readers should be alert to any final pronouncement.
2 The AICPA Auditing Standards Board has undertaken a project to revise Statement on Auditing Standards No. 73,
Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336). Readers should be alert to any
final pronouncement.
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• AICPA Practice Aid Assets Acquired in a Business Combination to Be Used in
Research and Development Activities: A Focus on Software, Electronic Devices, and
Pharmaceutical Industries
• AICPA Toolkit “Auditing Fair Value Measurements and Disclosures: Allocations of the
Purchase Price Under FASB Statement of Financial Accounting Standards No. 141,
Business Combinations, and Tests of Impairment Under FASB Statements No. 142,
Goodwill and Other Intangible Assets, and No. 144, Accounting for the Impairment or
Disposal of Long-Lived Assets,” AICPA Web site, www.aicpa.org/members/div/
auditstd/fasb123002.asp
• Uniform Standards of Professional Appraisal Practice (USPAP), The Appraisal
Foundation
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GLOSSARY1
Alpha testing. A process of obtaining opinions from selected users (typically from within the
enterprise) on an enterprise’s product or service under development for the purpose of testing
performance and quality and making improvements prior to more widespread (beta) testing; see also
beta testing.
Angel. An individual who provides capital to one or more start-up enterprises. (The individual typically
is affluent or has a personal stake in the success of the venture. Such investments are characterized by
high levels of risk and a potentially large return on investment.)
Antidilution right. The right of current shareholders to maintain their fractional ownership of an
enterprise by buying a proportional number of shares of any future issuances of common stock; also
referred to as antidilution provision.
Asset-based (asset) approach. A general way of determining a value indication of a business, business
ownership interest, or security using one or more methods based on the value of the assets net of
liabilities (IGBVT); also referred to as cost approach.
Beta testing. A second stage (following alpha testing) of testing a new product or service in which an
enterprise makes it available to selected users who use it under normal operating conditions and in the
kind of environment in which it will be used more widely; see also alpha testing.
Blockage discount. An amount or percentage deducted from the current market price of a publicly
traded stock to reflect the decrease in the per-share value of a block of stock that is of a size that could
not be sold in a reasonable period of time given normal trading volume (IGBVT); also referred to as
blockage factor.
Burn rate. For an enterprise with negative cash flow, the rate of that negative cash flow, typically per
month.
Capital asset pricing model (CAPM). A model in which the cost of capital for any stock or portfolio
of stocks equals a risk-free rate plus a risk premium that is proportionate to the systematic risk of the
stock or portfolio. (IGBVT)
Contemporaneous valuation. A valuation that is performed concurrent with, or a short time after, the
as-of date of the valuation; see also retrospective valuation.
                                                
1 Definitions within this Practice Aid Glossary marked “IGBVT” are from the International Glossary of Business
Valuation Terms.
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Control premium. An amount or a percentage by which the pro rata value of a controlling interest
exceeds the pro rata value of a noncontrolling interest in a business enterprise, to reflect the power of
control. (IGBVT)
Conversion right. A feature on some bonds and preferred stock issues allowing the holder to convert
the securities into common stock.
Co-sale rights. Contractual rights typically granted by founders and key management shareholders in
connection with a venture capital investment. Founders and key management shareholders typically
agree that they will not sell any of their common shares in the enterprise without giving the investors the
right to participate in the sale with the founder and management sellers pro rata to the investors’
holdings; also referred to as tag-along rights.
Cost of capital. The expected rate of return that the market requires in order to attract funds to a
particular investment. (IGBVT)
Discount for lack of marketability. See marketability discount.
Discount rate. A rate of return used to convert a future monetary sum into present value. (IGBVT)
Discounted cash flow (DCF) method. A method within the income approach whereby the present
value of future expected net cash flows is calculated using a discount rate. (IGBVT)
Down round. A round of financing in which investors purchase stock from an enterprise based on a
lower valuation than the valuation placed upon the enterprise by earlier investors.
Drag-along rights. Rights that allow one class of shareholder to compel the holders of one or more
other classes of shares to vote their shares as directed in matters relating to sale of the enterprise.
EBIT. Earnings before interest and taxes.
EBITDA. Earnings before interest, taxes, depreciation, and amortization.
EITF. Emerging Issues Task Force of the Financial Accounting Standards Board (FASB).
Fair value. The amount at which an asset could be bought or sold in a current transaction between
willing parties, that is, other than in a forced or liquidation sale.2
Fairness opinion. An opinion as to whether or not the consideration in a transaction is fair from a
financial point of view. (IGBVT)
FASB. Financial Accounting Standards Board.
                                                
2 The Financial Accounting Standards Board (FASB) has preliminarily decided that the meaning of fair value, as it is
defined by generally accepted accounting principles (GAAP), is consistent with the definition of fair market value in
Internal Revenue Service (IRS) Revenue Ruling 59-60. That latter definition is “the price at which the property would
change hands between a willing buyer and a willing seller when the former is not under any compulsion to buy and the
latter is not under any compulsion to sell, both parties having reasonable knowledge of relevant facts.” Readers should
be alert to any final guidance from the FASB.
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First refusal rights. Contractual rights, frequently granted to venture capitalists, to purchase shares of
common stock held by other shareholders (typically, founders and key management) before such shares
may be sold to a third party.
Full ratchet. An antidilution provision that uses the lowest sales price for any shares of common stock
sold by an enterprise after the issuance of an option (or convertible security) as the adjusted option price
or conversion price for existing shareholders.
Guideline Public Company Method. A method within the market approach whereby market multiples
are derived from market prices of stocks of enterprises that are engaged in the same or similar lines of
business, and that are actively traded on a free and open market. (IGBVT)
Guideline Transactions Method. A method within the market approach whereby market multiples are
derived from sales of entire enterprises that are engaged in the same or similar lines of business (this
term is used by some business valuation specialists but generally is not found in valuation literature).
Income approach. A general way of determining a value indication of a business, business ownership
interest, security, or intangible asset using one or more methods that convert anticipated economic
benefits into a present single amount (IGBVT); also known as income-based approach.
Information rights. Contractual rights of access to prespecified information, such as monthly or
audited financial statements or the annual operating plan, within a specified time period after that
information is available to management.
IPO. Initial public offering.
IPR&D. Refers to the AICPA Practice Aid Assets Acquired in a Business Combination to Be Used in
Research and Development Activities: A Focus on Software, Electronic Devices, and Pharmaceutical
Industries. (IPR&D is the abbreviation for “in-process research and development.” The IPR&D Task
Force refers to the AICPA task force that developed the IPR&D Practice Aid.)
Liquidation preference. The right to receive a specific value for shares of stock if an enterprise is
liquidated. (In this context, a dissolution, merger, sale, change of control, or sale of substantially all
assets of an enterprise are collectively referred to as a “liquidation.”)
Liquidity event. A change or transfer in ownership of an enterprise (for example, an IPO, merger, sale,
change of control, sale of substantially all assets, or dissolution).
Management rights. Contractual rights to perform certain specific activities normally afforded only to
management, such as rights to inspect in detail an enterprise’s books and accounts as well as rights to
visit board meetings.
Mandatory redemption rights. Contractual rights to redeem one’s investment for a specific amount.
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Market approach. A general way of determining a value indication of a business, business ownership
interest, security, or intangible asset by using one or more methods that compare the subject to similar
businesses, business ownership interests, securities, or intangible assets that have been sold (IGBVT);
also known as market-based approach.
Market participants. Potential or actual buyers (1) under a scenario of willing buyer and willing seller
when the former is not under any compulsion to buy and the latter is not under any compulsion to sell,
both parties having reasonable knowledge of relevant facts and (2) who have the ability to perform
sufficient due diligence in order to be able to make investment decisions related to the enterprise.
Marketability discount (discount for lack of marketability). An amount or percentage deducted from
the value of an ownership interest to reflect the relative absence of marketability. (IGBVT)
Mezzanine financing. A financing round, generally associated with venture-capital-backed enterprises,
occurring after the enterprise has developed its product or service and has commenced operations, but
before the enterprise is ready for an IPO or to be acquired.
MVIC. Market value of invested capital.
Partial ratchet. An antidilution provision that uses some type of weighted average sales price of shares
of common stock sold by an enterprise after the issuance of an option (or convertible security) as the
adjusted option price or conversion price for existing shareholders.
Participation right. Contractual right of certain holders of preferred stock that not only entitles the
holder to its stated dividend and liquidation preference but also allows the holder to participate in
dividends and liquidating distributions declared on common stock.
Post-money value. An enterprise’s value immediately following its most recent round of financing; see
also pre-money value.
Pre-money value. An enterprise’s value immediately preceding its most recent round of financing; see
also post-money value.
Qualified IPO. An IPO in which the price per share at which the enterprise’s stock is issued to the
public and the aggregate proceeds received by the enterprise from the IPO exceed certain prespecified
levels.
Registration rights. Contractual rights of an investor to require an enterprise to register and to sell his
or her unregistered stock in the enterprise.
Related-party. Refers to a party that is not unrelated as that term is used in this Practice Aid; see
unrelated.
Replacement cost new (replacement cost). The current cost of a similar new property having the
nearest equivalent utility to the property being valued. (IGBVT)
Reproduction cost new (reproduction cost). The current cost of an identical new property. (IGBVT)
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Required rate of return. The minimum rate of return acceptable by investors before they will commit 
money to an investment at a given level of risk. (IGBVT) 
Retrospective valuation. A valuation that is performed after the as-of date of the valuation and that is 
not considered to be a contemporaneous valuation; see also contemporaneous valuation. 
Seed capital. The initial equity capital used to start a new enterprise, typically provided in order to 
develop a business concept before the enterprise is started. 
Standard of value. The identification of the type of value being used in a specific engagement—for 
example, fair market value, fair value, investment value. (IGBVT) 
Sunk costs. Costs already incurred that cannot be recovered regardless of future events. 
Synergy. Used mostly in the context of mergers and acquisitions, the concept that the value and 
performance of two enterprises combined will be greater than the sum of the separate individual parts. 
In the context of developing prospective financial information, synergies refers to the difference 
between the assumptions used to estimate cash flows that are unique to an enterprise and the 
assumptions that would be used by synergistic buyers. 
Terminal value. The value as of the end of the discrete projection period in a discounted future earnings 
model (IGBVT definition). In the context of this Practice Aid, this represents enterprise value as of the 
end of the earnings-related cash flow period in a discounted cash flow model, when earnings are 
expected to stabilize. Also known as residual value. 
Top-down method. Valuation method that involves first valuing an enterprise and then using that 
enterprise valuation as a basis for valuing the enterprise’s securities. 
Unrelated. Other than a related party as defined in FASB Statement of Financial Accounting Standards 
No. 57, Related Party Disclosures.3 
USPAP. Uniform Standards of Professional Appraisal Practice, published by The Appraisal 
Foundation. 
Valuation specialist. An individual recognized as possessing the abilities, skills, and experience to 
perform business valuations, including experience in the valuation of privately-held-company equity 
securities issued as compensation. (A valuation specialist may be external to the enterprise being valued 
but also may be an employee of the enterprise.) 
                                                 
3 The task force recommends that consideration also be given to the requirements of Item II.C., “Disclosures About 
Effects of Transactions with Related and Certain Other Parties,” of SEC Release No. FR-61, “Commission Statement 
about Management's Discussion and Analysis of Financial Condition and Results of Operations.” Under that Release, 
consideration should be given to relationships that might cause dealings between parties to be at other than arm’s length 
despite the parties not being considered “related parties” under FASB Statement of Financial Accounting Standards No. 
57, Related Party Disclosures. For example, an enterprise may be established and operated by individuals who were 
former senior management of, or have some other current or former relationship with, the other entity. 
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Voting rights. Contractual rights to vote as a shareholder, for members of the board of directors and
other matters of corporate policy, on the basis of the number and class of shares held.
Weighted average cost of capital (WACC). The cost of capital (discount rate) determined by the
weighted average, at market value, of the cost of all financing sources in the business enterprise’s capital
structure. (IGBVT)
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Black-Scholes model, 146.50n, 148-149, E1 
Blockage discounts, 10, 10.9n 
Board composition rights, 129, 130t, 137, H15 
Board of directors, 3, 19, 25t, 32, 44t, 130t, 163, C1, 
F2, H2, H9, H14-H15, H19, I3 
Bottom-up approach, 133 
Breakeven point, 130n47 
Bridge/IPO-stage financing, 118n44 
Burn rate, 42 
Business plan, 28-30, 44t, 110, C1 
C 
Call option, 146, I9-I10, M8.4.1 
Capital asset pricing model (CAPM), 119t, G1, 
M6.2.1, M7.4.2.1, M8.2.1 
Capitalization multiples, 68, D1-D3 
Capital structures 
 illustration, M2.5 
 preferred stocks and, 125 
 venture capital investments and, 124 
Cash burnout, 42 
Cash flows 
 adjustments, M6.2.1, M7.4.2.1, M8.2.1 
 capitalization multiples and, D1-D3 
 equity securities and, 63 
 forecasting, 66-67, 74-75 
 income approach and, 65-67 
 negative and positive, E2 
 terminal value and, 66-69 
Cheap stock, 20, 20n13 
Common stock/shareholders 
 antidilution rights and, H11 
 capital structures and, 125 
 enterprise development and, 25t 
 fair value of, 1, 1n2, 3-4, 18 
 first refusal rights and co-sale rights and, H18 
 liquidation preferences and, H8 
 liquidity event and, I9-I20 
 multiple classes of, 123 
 option-pricing method and, 146 
 probability-weighted expected return method and, 
141 
 registration rights and, H12 
 start-up enterprises and, 122 
 valuation vs. preferred stock, 122-154 
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Competitive forces, enterprise valuation and, 35 
Contemporaneous valuation, 16, 19 
 benefit of, 20, 89 
 disclosure issues, 181-182 
 features of, 86-88 
 frequency and timing of, 90 
 justification for, 93 
 reporting requirements and, 92 
 retrospective valuation versus, 89, 91, 94 
 series of, 89 
Control premiums, 10, 58-59 
Control rights 
 nature of, 130t 
 preferred stockholders and, 127, 129, 130t, 137, 
H13-H20 
Conversion rights, 130t, H10 
Corporate governance, F2 
Co-sale agreement, 129, 129n46, 130t, 137, H18 
Cost approach, 76. See Asset-based approach 
Cost of capital 
 investment returns and, 116 
 investment risk and, 114 
 IPO process and, 115, 115n31, 120-121 
 WACC and, 119 
Cost of debt (kD), G1 
Cost of equity capital (kE), G1 
Cumulative dividends, H3 
Current-value method, 139 
 assumptions of, 151 
 features of, 150-154 
 illustration of, I5-I8, M6 
Customer(s) 
 characteristics, 38 
 close relation with, 39-40 
D 
Debt financing, G1 
Depreciation, 77, 78 
Dilutive securities, 2, 93, A3, H11 
Disclosure 
 examples, 183 
 financial statements, 177-178 
 IPOs and, 18, 179-183, F2 
 
Discounted cash flow (DCF) method 
 assumptions of, 73 
 illustration, M6.2.1, M7.4.2.1, M8.2.1 
 income approach and, 63, 63n25 
 real options methods and, E2 
Discount for lack of marketability, 57, 113, 113n29, 
113n30, 115, M6.4.2, M7.4.3.1, M8.4.2 
Discount for minority status, M6.1.2, M7.4.1.2, 
M8.1.2 
Discount rate, 63 
 capitalization multiples and, D1-D3 
 estimation, M6.2.1, M7.4.2.1, M8.2.1 
 income approach and, 104 
 probability-weighted expected return method and, 
I25 
 real options methods and, E2 
Dissolution scenario 
 illustration, M7.3 
 sale or merger scenario and, I27-I28 
Dividends 
 cumulative, H3 
 initial, H2 
 marketability discount and, 57 
 noncumulative, H2 
 preferred, 128, 130t, H2 
Document request letter, J1 
Down round, H11 
Drag-along rights, 129n46, 130t, 137, H16, I3 
E 
Earnings before interest and taxes (EBIT), 50 
Earnings before interest, taxes, depreciation, and 
amortization (EBITDA), 50 
Economic conditions, 31, 163 
Economic rights 
 nature of, 130t 
 preferred stockholders and, 127-128, 137, H2-
H12 
Employee awards, 174-175 
Engagement letter, 157 
Enterprise development 
 asset-based approach and, 109t 
 fair value determination and, 100-108 
 income approach and, 109t 
Index 
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 market approach and, 109t 
 rates of return and, 117t, 118t 
 stages of, 23-26 
Equity-based compensation, 1n1, 172n58. See also 
Stock-based compensation 
Equity currency, F1 
Equity markets, 43 
Equity risk premium, G1 
Expected cash flow method, 65, 73, 108 
Expense(s), 25t, 42, 103, M6.2.1, M7.4.2.1, M8.2.1 
F 
Fair market value, 10n8, 170n57, A3 
Fairness opinion, 15 
Fair value 
 concept of, 10-15 
 defined, 10, A2-A3, M1.2.1 
 GAAP hierarchy for, 11, 21 
 method of accounting, 174 
Fair value determination 
 approaches, 46-48 
 asset-based approach for, 76-85 
 enterprise development and, 100-109 
 fair value method of accounting and, 174 
 income approach for, 62-75 
 intrinsic value method of accounting and, 173 
 market approach for, 49-61 
 preferred stockholder rights and, 126 
 purpose of determining, 2 
 start-up enterprises and, 106 
 valuation alternatives for, 16 
Financial Accounting Standards Board (FASB), 
1n1, 6n5, 9n7, 10n8, 10n9, 11n10, 51, 62, 65, 73, 
130n48, 157n54, 167n56, 172-178, 180n61, A2, 
A3n1, M1.2.1 
Financial forecast, 105, 108, 156 
Financial metrics, 49-50, 52, M6.1.1, M7.4.1.1, 
M8.1.1 
Financing 
 capital, F1 
 debt, G1 
 down rounds of, H11 
 enterprise valuation and, 99 
 
 mezzanine, 25t 
 public capital markets and, F1 
Firm-commitment underwriting agreement, F4, F11 
First refusal and co-sale rights, 129, 130t, 137, H18 
Fixed assets, 80 
Foreign Corrupt Practices Act of 1977, F2 
Full ratchet antidilution rights, H11 
G 
Generally accepted accounting principles (GAAP), 
7-11, 21, A1, A3, A5, F7, O2 
Generally accepted auditing standards (GAAS), 8 
Going-concern status 
 current-value method and, 154 
 value allocation methods and, 140 
Gordon-growth method, 69n26 
Grant date, 86-88, 90, 96, 179 
Guideline public company method, 49, M5.1.1, 
M6.1.1, M7.4.1.1, M8.1.1 
Guideline transactions method, 49, M5.1.1, M6.1.2, 
M7.4.1.2, M8.1.2 
I 
Income approach, 13 
 assumptions of, 73-75 
 fair value determination and, 103-108, 109t 
 features of, 62-72 
 illustration, M5.1.2, M6.2, M7.4.2, M8.2 
Inflation, 85 
Information rights, 129, 130t, 137, H20 
Initial dividends, H2 
Initial public offering (IPO), 4, 20n13 
 contemporaneous valuation and, 90, 93 
 cost of capital and, 115-121 
 disclosures in, 18, 179-183, F2 
 effect on valuation, 110-121 
 enterprise development and, 25t, 25n15, 26 
 exclusion from “liquidation,” H4 
 frequency of report issuance and, 166 
 hierarchy of valuation alternatives and, 17, 95 
 inclusion in “liquidity event,” H4 
 lapse of rights following, 129 
 marketability discount and, 115 
 
Valuation of Privately-Held-Company Equity Securities Issued as Compensation 
208 
 preparation for, F2 
 probability-weighted expected return method and, 
I27- I28 
 process, F1-F12 
 qualified, H6-H7 
 reasons for undertaking, F1 
 registration rights and, H12 
 registration statement and, F5, F7 
 retrospective valuation and, 95-96 
 road show and, F8 
 setting offering price for, F9 
 share trading and, F12 
 underwriting services for, F3-F4, 112 
 withdrawal, F6, F11 
International Glossary of Business Valuation Terms, 
A3, Glossary 
In-the-money preferred stock, 151, 151n51, I6, 
M6.4.1 
Intrinsic value, 173-175, 179-180, 183, A4-A5 
Investment value, A4-A5 
IPR&D Practice Aid, 71n27 
IRS Revenue Ruling 59-60 
 fair market value definition in, 10n8, A3 
 valuation report and, 163 
 valuation specialist and, 170n57 
L 
Limiting conditions of valuation report, K1 
Liquidation, H4 
Liquidation preference, 128, 130t, H4-H8 
 breakeven point and, 130n47 
 conversion and, 151n51 
 current value method and, 150-151, 154, I5-I8, 
M6.4.1 
 distributions, H4 
 illustration, M2.5 
 illustration of effect of, H8 
 IPO and, H6 
 option-pricing method and, 146-147, I9-I12, I19-
I20, M8, M8.4.1 
 probability-weighted expected return method and, 
142, I27, M7.4.3 
 restart recapitalization and, 154n53 
 sample company, 2.5M 
 types of, H5 
 value of, H7 
Liquidation value, A4-A5 
Liquidity event, 25t, 154, H4, I9-I20 
 terminal value and, 67-68 
M 
Management 
 enterprise valuation and, 32 
 IPO and, F2 
 post-valuation events and, 98 
 responsibilities of, 12, 18, 74, 179n59, C1 
 rights, 129, 130t, 137, H19 
 role in valuation report, 157, 159, 163 
 selection of valuation specialist and, B1-B3 
Mandatory redemption rights, 128, 130n48, 130t, 
137, H9 
Marginal corporate tax rate (TC), G1 
Marketability 
 discount for lack of. See Discount for lack of 
marketability 
 IPO process and, 113, 113n29, 113n30, 115 
Market approach, 13 
assumptions of, 60-61 
fair value determination and, 103-108, 109t 
features of, 49-59 
illustration, M5.1.1, M6.1, M7.4.1, M8.1 
income approach and, 62 
limitations of, 53 
marketability discount and, 57, 107 
Market participants, 11.11n, 59, 62, 97, 99, A5 
Market risk premium (MRP = rm), G1 
Market value of debt (D), G1 
Market value of equity (E), G1 
Market value of invested capital (MVIC), 50, 
M6.1.1, M7.4.1.1, M8.1.1 
Meaningful and substantive rights, 126n45, 130t, H4 
Mezzanine financing, 25t 
Milestones, 24, 25t, 28-30, 44t, 56, 87-91, 96, 99, 
100-101, 121, 166, E1-E2, F6, H10 
Minority interest, 10 
adjustments to valuation and, M6.4.2, M7.4.3.1, 
M8.4.2 
Multivariate analysis, 169 
Index 
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N 
Noncumulative dividends, H2 
Nonemployee awards, 175 
Nonemployee suppliers, 9n7, 176 
Nonfinancial metrics, 49, 51 
Nonparticipating preferred stock, 130t, H5 
O 
Observed market multiples, 69n26 
Offering price, 4, 20n13 
realization by investors, F12 
setting up, F8-F10 
underwriting agreements and, F4 
Option-pricing method, 139 
Black-Scholes model and, 149 
features of, 146-149 
illustration of, 183, I9-I21, M8 
real options methods and, E1 
Options, 1n2, 2, 11, 20n13, 57n20, 93, 99, 125, 166, 
179-180, 179n59, 183, A3, A5, F1-F2, H11, M1.2 
Orderly liquidation value, A5 
Out-of-the-money preferred stock, 151, 151n51, I6, 
M6.4.1, M7.4.3 
Overhead costs, 84 
P 
Partial ratchet antidilution rights, H11 
Participating preferred stock, 130t, H5, H8 
Participation rights, 129, 130t, 137, H17 
Point estimates of value, 167, I25 
Post-money value, 154n53 
Post-valuation events, 97-99, 163 
Preferred dividends, 128, 130t, H2 
Preferred stock/stockholders, 25t 
capital structures and, 123-125 
categories of rights of, 137 
control rights, H13-H21 
conversion upon IPO, 119 
convertible, 151-152, F9 
dividends, H2 
economic rights, H2-H12 
liquidation preferences and, H4-H8, M6.4.1 
nonparticipating, H5 
option-pricing method and, 146 
participating, H5 
rights associated with, 126-133, H1-H21 
start-up enterprises and, 122 
valuation vs. common stock, 122-154 
value allocation methods, 136 
Pre-money value, 142, I27, M7 
Pre-tax cash flows, 64n25 
Pricing amendment, F10 
Primary offering, F1 
Private company scenario 
probability-weighted expected return method and, 
I27-I28, M7.4 
Privately issued securities, 1 
contemporaneous valuation and, 22 
fair value of, 2-5, 10, 113n29, 113n30, A3-A5 
GAAP hierarchy and, 21 
grant date, 86-88 
IPO process and, 121 
marketability discounts and, 57n20 
scope and, 9 
valuation approaches and, 13, 49, 57, 59, 63 
valuation hierarchy and, 16 
valuation specialist and, B1 
Probability-weighted expected return method, 139 
features of, 141-145 
illustration of, I22-I29, M7 
Product lines, separation for discounted cash flow 
method, 70 
Protective provisions and veto rights, 129, 130t, 137, 
H14, I3 
Public capital markets, F1, 113, 119 
Public enterprises 
benefit of becoming, 119 
cost of capital and, 116, 120-121 
marketability discount issues, 57 
Q 
Qualified IPO, H6-H7 
R 
Range of valuations, 167-168 
Rate of return 
discount rate, 64, 70, I25, M6.2.1, M7.4.2.1, 
M8.2.1 
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enterprise development and, 118 
investment risk and, 125 
IPOs and, F12n2 
required, 30 
venture capital investments and, 117-118, 117n32 
Real options theory, 71-72, E1-E2 
Registered shares, F1, F12 
Registration rights, 128, 130n49, 130t, 137, H6, H12 
Registration statement 
disclosure in, 18, 179-183 
filing of, F6 
offering price and, F4 
preparation of, F5 
review of, F7 
shares covered by, F1 
“shelf,” F1 
underwriting agreements and, F3 
update of, F10 
Related party valuation specialist, 16, 16n12, 19-21, 
155, 163, 165, 179, 179n60 
Replacement cost, 77, 79-80, 83, 85, 109t 
Reproduction cost, 80 
Required rate of return, 30 
Restart capitalization, 154n53 
Retrospective valuation 
contemporaneous valuation versus, 86-96 
hierarchy issues, 16, 19-20 
minimizing bias in, 96 
Risk factors, 44 
Risk-free rate (rf), G1 
Road show, F4, F8-F9 
Rule of thumb, 3-4, 4n4, 45, 131, 136 
Russell 2000 Index, 117n37 
S 
Sale or merger scenario 
probability-weighted expected return method and, 
I27-I28, M7.2, M7.5.1 
Sarbanes-Oxley Act of 2002, F2 
Secondary offering, F1 
Securities Act of 1933, F1, F12 
Securities and Exchange Commission (SEC), 4n4, 
17, 115, 167n56, 179n60, 183n62, B3n2, F2-F3, 
F5-F8, F10 
Securities Exchange Act of 1934, F2 
Seed capital, 25t 
Self-constructed asset, 84-85 
Sensitivity analysis, 168 
Size effect, G1 
Size premium (P), G1 
Standard of value, A4-A5, 77 
Stock-based compensation, 173-174, 177. See also 
Equity-based compensation 
Stock options, 1n2, 2, 11, 20n13, 57n20, 93, 99, 125, 
166, 179-180, 179n59, 183, A3, A5, F1-F2, H11, 
M1.2 
Strategic options, E1 
Subsequent event, 99 
Sunk costs, 82 
Suppliers, fair value of goods or services received 
from, 9n7 
Synergies, 59 
T 
Tangible assets, 77, 81 
Tax valuation, 163 
Terminal value 
calculation, M6.2.1, M7.4.2.1, M8.2.1 
income approach and, 66-70, 73 
Top-down approach, 5, 133 
Traditional cash flow method, 64, 73, 104-108 
U 
Underwriting/underwriters, 112, F3-F12 
Uniform Standards of Professional Appraisal 
Practice (USPAP), 48 
standards 9 and 10 of, L1 
valuation approaches and, 47n18, 102 
valuation report and, 161-162 
Unregistered shares, 115, F1 
Unrelated valuation specialist, 3, 12, 16, 19-20, 22, 
86, 165, 181-183, C1t, M1 
V 
Valuation 
alternatives hierarchy, 16-22 
approaches to determining for enterprise, 46-85 
block of shares and, 58 
Index 
211 
contemporaneous. See Contemporaneous 
valuation 
enterprise development and, 23-26, 114 
factors to consider in performing, 27-45 
IPO process and, 110-121 
management’s responsibilities for, 12, 18, 
179n59, C1 
market participants and, 11n11, 59, 62, 97, 99, A5 
retrospective. See Retrospective valuation 
shelf life of, 99 
valuation specialist’s role in, C1 
Valuation approaches and methods, 5 
assessment of results of, 13-14, 45, 47, 102, 170 
asset-based approach, 76-85 
income approach, 62-75 
market approach, 49-61 
real options methods, 71-72, E1-E2 
valuation report and, 163 
Valuation report 
elements and attributes, 155-171 
format issues, 157, 161 
illustration of, 164, M1-M5 
issuance at appropriate intervals, 166 
limiting conditions of, K1 
management’s role in, 157, 159, 163 
quality issues, 160 
summary report of, 166 
transmittal or cover letter, 158 
USPAP and, 161-162 
what to include in, 162-163 
Valuation specialist, 1 
criteria for selecting, B1-B3 
document request letter by, J1 
fair value determination by, 16 
professional qualifications, 171 
related-party, 16, 16n12, 19-21, 155, 163, 165, 
179, 179n60 
responsibilities of, C1 
unrelated, 3, 12, 16, 19, 20, 22, 86, 165, 181-183, 
C1t, M1 
Value allocation methods, 134-138 
criteria for selecting, 139-140 
current-value method, 150-154, I5-I8 
illustration of, I1 
option-pricing method, 146-149, I9-I21 
probability-weighted expected return method, 
141-145, I22-I29 
Venture capital firms/investments 
capital structures and, 124 
enterprise development and, 25t, 32, 104 
example of market participant, 97 
preferred stock rights and, 126n45 
rates of return for, 116-118 
Voting rights, 129, 130t, 137, H13, M2.5 
W 
Wash out recapitalization, 154n53 
Weighted average cost of capital (WACC), 119, G1 
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